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ABSTRACTS 


THE  SOURCE  MARKET  PERFORMANCE  IN  INDONESIA'S  MANUFACTURING  IN- 
DUSTRY 

By  Haryo  Aswicahyono,  Dionisius  Ardiyanto,  Jitik  Anas 

Prior  to  the  enactment  of  competition  law  and  the  establishment  of  competition  com- 
mission,- much,  has  been  debated  about  competition  policy.  Two  major  views  emerged 
from  such  debate.  The  first  one  tends  to  interpret  the  high  level  of  concentration  and 
profitability  as  indicators  of  the  presence  and  abuse  of  market  power  {market  power 
hypothesis).  The  other  one  translates  both  concentration  and  profitability  as  measures 
of  firms's,  which  in  turn  relflects  consumer  satisfaction  {efficiency  hypothesis).  The 
article  examine  the  determinants  of  market  performance  of  the  Indonesian  manu- 
facturing industry  based  on  the  two  hypotheses.  The  empirical  studies  support  both 
the  efficiency  and  market  power  hypothesis.  The  authors,  however,  suggested  a 
stronger  support  for  eficiency  hypothesis  than  that  of  market  power  hypothesis.  The 
findings  indicate  the  blanket  deconcentration  is  not  approriate.  But  by  the  same 
token,  a  permissive  attitude  towards  strategies  designed  to  hiaintain  dominant  position 
is  not  appropriate  either. 

DEMOCRATIC  CONSOLIDATION  IN  INDONESIA:  HOPES  AND  REALITY 
By  Elaine  Kohar 

Two  most  important  aspects  of  democratization  are  the  smooth  conduct  of  election 
and  the  liberalization  of  a  nations's  mass  media  system.  However,  the  success  of  an  elec- 
tion and  the  opening  up  of  the  media  system  do  not  necessarily  lead  to  democratic  con- 
solidation. The  article  discusses  ways  to  promote  democratic  consolidation  in  Indone- 
sia. The  author  argues  that  there  is  istill  a  long  way  before  democratic  consolidation 
turns  from  mere  goals  into  realjty.  Several  factors  that  contribute  to  the  process  of  de- 
mocratic consolidation  are:  (a)  external  determinants  that  will  influence  the  country's 
choice  whether  or  not  to  democratize;  (b)  economic  growth;  and  (c)  law  enforcement. 

CONFLICT  RESOLUTION  PESPECTIVE  IN  INDONESIA:  WHAT  IS  TO  BE  DONE? 
By  Raphael  Lengesa  Nombo 

Discussions  on  public  management  have  long  been  focused  on  how  to  deliver  public 
services  enterpreheurily  and  innovatively.  Meanwhile,  the  field  has  had  less  emphasis 
on  aspect  of  conflict  resolution.  The  article  examines  the  relevance  of  conflict  re- 
solution perspective  in  contemporary  Indonesia  and  recomends  what  is  to  be  done 
in  order  to  revitalize  the  potential  of  this  field,  which  is  quite  imperative  for  the 
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replaced  Prime  Minister  Hawke,  the  per- 
sonal relationship  with  Soeharto  grew  to 
its  closest.  A  defence  cooperation  treaty 
was  signed  between  the  two  govern- 
ments, although  the  Indonesian  elites  in 
general  were  not  supportive  of  It. 

The  East  Timor  question  has  always 
been  a  source  of  tension  between  the 
two  countries,  because  Indonesian  Armed 
Forces  {Tentara  Nasional  lndonesiallH\) 
rule  has  become  increasingly  oppressive, 
especially  since  The  Santa  Cruz  massacre 
in  November  1991.  However,  it  was  the 
Habibie  government  that  created  a  real 
division  in  policies  towards  East  Timor 
that  has  soured  the  relationship  between 
Australia  and  Indonesia. 

Prime  Minister  Howard  has  always  been 
lukewarm  towards  East  Asia,  particularly 
towards  Indonesia,  and  has  been  more 
interested  to  have  closer  relations  with 
the  US  and  Europe.  When  he  proposed 
to  Habibie  to  expand  the  proposed  ple- 
biscite for  autonomy  of  East  Timor  to  al- 
so include  the  possibility  of  independence 
at  the  end  of  a  5-10  year  transition  per- 
iod, as  was  the  case  with  New  Caledo- 
nia's Matignon  Accord,  Habibie  was  angry 
at  the  proposal.  Instead  of  Howard's  pro- 
posal, he  instructed  his  cabinet  to  agree 
on  giving  East  Timor  immediate  indep- 
endence if  they  chose  to  in  the  plebiscite 
for  autonomy  that  was  being  negotiated 
with  Portugal. 

It  was  obvious  that  TNI  was  never  go- 
ing to  accept  independence  for  East  Ti- 
mor, although  they  did  not  protest  openly 
against  Habibie's  decision.  Instead,  they 
planned  to  sabotage  it  and  they  used  the 
pro-Indonesian  leaders  and  the  militia 


who  were  trained  by  their  intelligence 
agencies  a  decade  earlier  for  clandestine 
operations.  Surprisingly,  the  pro-indep- 
endence voters  had  won  the  plebiscite, 
which  was  beyond  TNI's  expectations. 
For  the  TNI  leadership  the  result  was  ca- 
lamitous. In  turn,  TNI  had  allowed  the  mi- 
litia to  go  on  rampage. 

What  the  western  countries  including 
Australia  have  completely  miscalculated 
was  the  fact  that  Habibie's  weak  govern- 
ment could  hot  reaMzejtheir  promises. 
There  was  just  too  much  ovdr-eagerness 
on  their  side  in  making  use  of  Habibie's 
wrong  move  In  getting  making  East  Ti- 
mor Independent.  Whilst  they  have  got 
their  independence,  the  cost  to  East  Ti- 
morese has  been  tremendous  that  and 
will  hurt  them  for  a  long  time  to  come. 

In  the  last  instance,  East  Timor  opted 
for  independence  because  of  it  was  Habi- 
bie's mistaken  move  together  with  TNI's 
history  of  paired  with  abuses  and  exces- 
ses of  TNI,  why  East  Timor  opted  for  in- 
dependence. The  recerit  excesses  of  ABRI/ 
TNI  were  merely  was  just  a  continuation 
of  what  they  have  been  doing  since  East 
Timor  was  arinexed  in  1975.  And  be- 
cause they  have  kept  East  Timor  as  their 
special  domain  for  so  long,  it  is.  That 
made  it  possible  that  .they  are  the  only 
part  of,  the  Indonesian  elite  that  is  really 
upset  vvith  the  results  of  the  plebiscite. 
And  they  are  still  not  willing  to  accept 
completely  that  Independence  Is  the  way 
that  the  East  Timorese  have  decided.  But 
on  the  other  hand  that  was  also  the  re- 
ason. This  Is  the  reason,  why  the  Indone- 
sian elites  have  been  more  disturbed  with 
the  Australian  rhetoric  than  Australia's 
involvement  and  leadership  in  the  East 
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Future  Relations 
between  Indonesia  and  Australia* 


HISTORICAL  BACKGROUND 

HISTORICALLY,  bilateral  relations 
between  Australia  and  Indonesia 
have  always  been  up  and  down. 
Under  Labor  leadership,  the  Australian 
government  was  very  supportive  of  Indo- 
nesia throughout  its  struggle  for  indepen- 
dence (1945-1950).  Australia  had  been 
active  as  a  representative  of  Indonesia 
in  the  UN  sponsored  Three  States  Com- 
mission. Moreover,  the  Australian  repre- 
sentative on  the  Commission,  Tom  Critch- 
ley,  had  become  the  Australian  Ambas- 
sador to  Indonesia  in  the  1980s. 

Subsequently,  under  the  Liberal  Coun- 
try Party  Coalition  of  Prime  Minister  Men- 
zies,  Australia  resistyed  Indonesia's  strug- 
gle to  regain  Irian  Jaya  from  Dutch  neo- 
colonialism in  the  period  of  1959-1962. 
partly  due'  to  ideological  considerations. 
The  Sukarno  government  was  considered 


•Paper  presented  at  the  Indonesia-Australia 
Bilateral  Conference,  organized  Jointly  by  Centre 
for  Strategic  and  International  Studies  and  The 
Indonesia  Project,  The  Australian  National  Uni- 
versity, Jakarta,  22-23  March  2001. 


Jusuf  Wanandi 


leftist  in  domestic  as  well  as  foreign  pol- 
icies. 

After  President  Soekarno  was  demoted 
and  replaced  by  president  Soeharto,  a 
new  ideological  phase  was  introduced. 
Ideologically,  Soeharto  has  placed  Indo- 
nesia in  the  center  but  leaning  towards 
the  West.  This  was  partly  due  to  the  need 
to  rescue  Indonesia's  economy  from 
stagnation  and  very  high  inflation. 

Good  relations  between  the  two  coun- 
tries enjoyed  one  of  its  peaks  when  Labor 
Government  was  elected  under  Prime  Min- 
ister GoUgh  Whitlam  in  the  early  1970s, 
it  was  during  Whitlam's  leadership  in  1 974 
when  East  Timor  was  suddenly  "de-co- 
lonized" by  Portugal.  Part  of  the  Austra- 
lian bureaucracy  showed  certain  ambi- 
valence against  Indonesia's  interests  in 
filling  the  power  vacuum  in  East  Timor, 
although  Whitlam  was  more  inclined  to 
accept  Indonesia's  interests.  When  the 
Liberal-Country  Party  Coalition  rose  again 
to  power  in  mid-1970s  under  Prime  Min- 
ister Eraser,  the  basic  objectives  of  the 
relationship  were  maintained  and  con- 
tinued. When  Labor's  Prime  Minister  Keating 
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ah  important  relationship  should  not 
be  dependent  upon  personalities  alone. 
Soeharto  had  the  right  strategic  appre- 
ciation of  the  relationship,  and  that  is 
why  he  was  serious  In  maintaining  it  de- 
spite the  deep  and  vast  differences  be- 
tween the  two  countries. 

Maybe  it  could  indeed  be  said  that 
the  two  nations  are  the  most  different 
neighbors  you  could  find  on  the  globe. 
Australia  is  developed,  "western"  in  values 
with  a  small  population,  democratic,  and 
a  member  of  the  western  alliance  under 
the  US.  Indonesia  is  developing,  has  "east- 
ern" values,  a  big  population,  and  non- 
aligned  foreign  policy,  and  was  author- 
itarian. But  Soeharto  recognized  that  both 
have  to  live  together  as  neighbors  and 
have  tried  to  find  a  modus  vivehdi  for 
peaceful  co-existence  through  close  co- 
operation. More  than  that,  he  thought 
we  could  become  strategic  partners.  But 
this  authoritarian  rule  and  abuses  of  hu- 
man rights,  especially  in  East  Timor  always 
hampered  the  good  strategic  relations 
that  Soeharto  tried  to  establish. 

Besides,  the  two  nations  did  cooperate 
strategically  in  regional  affairs  and  to  a 
certain  extent  on  global  issues.  Australia 
and  Indonesia  have  been  active  in  sup- 
porting APEC  since  Bob  Hawke  and  Gareth 
Evans  proposed  the  idea  in  1989.  It  was 
Indonesia,  as  the  then  chair  of  ASEAN, 
that  provided  the  weight  and  early  sup- 
port that  brought  the  rest  of  ASEAN  on 
board  and  enabled  APEC  to  succeed. 
Gareth  Evans'  support  (together  with  Jap- 
anese support)  for  the  ASEAN  Regional 
Forum  (ARF)  was  critical  for  its  acceptance 
by  the  USA. 


Indonesia  was  supportive  of  Australia's 
(and  New  Zealand's)  membership  in  ASEM 
(Asia  Europe  Meeting)  from  the  beginn- 
ing, although  some  members  in  East  Asia 
are  still  against  it.  That  is  a  matter  that 
will  be  solved  in  time,  although  Indone- 
sia's support  could  definitely  be  stronger 
and  more  consistent  than  what  currently 
exist.  Similarly,  Indonesia  could  strengthen 
its  support  for  Australia  in  the  ASEAN  +  3 
forum,  an  important  partnership  in  the 
East  Asian  region. 

Gus  Dur's  ideas  of  creating  a  Western 
Pacific  Forum  including  Australia,  PNG,  East 
Timor  and  maybe  New  Zealand  aod  the 
Philippines  has  some  merit,  but  lacks  the 
deep  rationale  and  objectives,  which  must 
be  clear  before  it  can  be  entertained  seri- 
ously. 

Above  all,  "institutional  fatigue"  amongst 
regional  institutions  could  abort  its  im- 
plementation. The  forum  could  only  be 
useful  as  a  regular  forum  for  dialogue  and 
consultations  between  the  four  countries 
most  relevant  to  the  idea,  namely  Indo- 
nesia, Australia,  East  Timor  and  PNG. 

BILATERAL  REU\TIONS  AT  PRESENT 

Compared  to  a  generation  ago  (two 
decades  ago),  it  jias  to  be  recognized 
that  more  intensive  and  deeper  relations 
have  been  created  between  Australia  and 
Indonesia.  In  economic  relations,  namely 
In  trade  and  investment  (especially  in  the 
mining  field  but  also  in  services,  such  as 
engineering,  law,  accounting,  consulting, 
training  and  education),  there  has  been 
an  impressive  expansion.  The  Australia- 
Indonesia  Business  Council  has  been  an 
active  instrumental  to  Aid  programs  from 
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Timorese  peacekeeping  force  (UNIFET). 
In  the  end,  Australia's  actions  and  involve- 
ment in  East  Timor  helped  to  limit  TNI 
abuses  and  prevent  more  calamities  to 
happen  from  happening  to  the  East  Ti- 
morese, who  have  already  suffered  so 
much  during  indonesian/TNI's  rule. 

After  all,  Australia's  intervention  was 
with  UN  support  and  Indonesia's  consent, 
however  reluctantly  given.  Besides,  General 
Crosgrove  has  stated  that  the  peacekeep- 
ing operations  in  East  Timor  could  not 
have,  happened  In  such  a  successful  way 
without  the  assistance  and  supported 
provided  by  the  TNI  under  the  leadership 
of  General  Kiki  Syahnakri  (who  was  in 
charge  of  withdrawal  operations  from 
East  Timor  after  the  plebiscite).  Except 
for  some  TNI  elements,  the  intervention  has 
not  created  a  widespread  and  or  deep  en- 
mity against  Australia. 

Ih  hindsight  it  would  have  been  much 
better  for  every  party  if  Habibie  has  had 
taken  Howard's  suggestion  seriously.  This 
would  have  opened  the  possibility  of  hav- 
ing a  transition  period  of  5-10  years  with 
full  autonomy  prior  to  holding  a  plebiscite 
to  decide  whether  the  East  Timorese 
chose  to  stay  with  Indonesia  or  become 
independent.  However,  autonomy  alone 
was  no  longer  an  acceptable  proposition 
for  the  East  Timorese  after  what  hap- 
pened to  the  rest  of  Indonesia  since  the 
fall  of  Soeharto.  In  any  case,  the  autonomy 
process  had  been  undermined,  because 
it  had  been  discussed  only  with  Portugal, 
and  not  with  local  East  Timorese  leaders. 

Had  the  autonomy/independence  pro- 
cess happened  in  accordance  with  the 
Matignon  Accord  on  New  Caledonia  (as 


suggested  in  Howard's  letter),  the  situat- 
ion might  have  been  completely  different. 
It  might  have  allowed  the  parties  to  be 
prepared  for  the  reconciliation,  and  the 
East  Timorese  for  governing  themselves. 
It  could  have  prevented  civil  war  and 
the  violent  reaction  from  TNI,  who  needed 
time  to  come  to  terms  with  an  independ- 
ent East  Timor.  In  any  case,  such  indep- 
endence would  have  been  the  most  likely 
outcome  after  a  period  of  transition.  But 
it  could  have  been  peaceful,  with  all 
parties  prepared  for  the  outcome. 

Habibie  did  not  want  to  take  care  of 
East  Timor  anymdre  because  he  consid- 
ered the  cost  was  too  high  for  Indonesia 
and  because  he  could  not  depend  on  "Ca- 
tholics" there  to  be  loyal  to  the  Republic. 
The  manner  in  which  he  "lost"  East  Timor 
became  one  of  the  main  reasons  why  he 
lost  any  chance  to  be  elected  as  presid- 
ent by  the  People's  Assembly. 

There  was  much  hope  that  the  Austra- 
lia-Indonesia relationship  could  be  quickly 
restored  when  Gus  Dur  was  democratic- 
ally elected  as  president.  He  was  known 
to  be  open-minded,  democratic,  with  a 
high  sense  of  justice,  pro  human  rights 
and  supportive  of  the  rights  of  minorities. 

Alas,  he  was  too  capricious  in  his  act- 
ions and  too  confused  in  his  thinking  to 
be  able  to  bring  stability  to  relations. 
Instead,  he  made  relations  worse  by  off- 
ering conciliatory  rhetoric  towards  Aus- 
tralia on  the  one  hand,  and  then  chang- 
ing his  mind  when  it  came  to  implement- 
ation. This  is  particularly  the  case  with 
his  promised  visit,  which  has  been  post- 
poned five  times  in  only  twelve  months. 
This  experience  vividly  shows  that  such 
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of  the  world.  Indonesia  has  the  weight 
in  ASEAN  and  could  bring  ASEAN  along 
in  a  lot  of  efforts  to  build  a  regional  ar- 
chitecture for  the  region.  And  since  ASEAN 
is  an  important  sub-regional  institution 
with  10  member  nations,  it  is  an  absolute 
necessity  to  have  those  nations  in  every 
regional  institution  of  the  region. 

Australia  on  the  other  hand  Is  important 
because  of  its  ideas,  commitment,  initia- 
tives, rigorous  thinking,  and  willingness  to 
spend  resources,  which  the  region  does 
need  if  it  is  serious  about  regional  institu- 
tions. Efforts  for  regionalism  are  critically 
important  to  sustain  stability,  peace  and 
economic  dynamism.  Regionalism  prov- 
ides better  chance  for  associated  count- 
ries to  stay  competitive,  cope  with  the 
challenges  of  establishing  a  new  balance 
in  the  post-Cold  War  period,  and  at  the 
same  time  face  the  onslaught  of  global- 
ization. 

CONCLUDING  REMARKS  ABOUT 
FUTURE  RELATIONS 

There  are  two  parts  aspects  of  coop- 
eration that  are  important  to  future  relat- 
ions between  Indonesia  and  Australia. 

Bilateral:  as  neighbours  it  is  only  nat- 
ural for  the  two  nations  to  cooperate  in 
the  various  fields  that  have  been  men- 
tioned above.  In  fact,  there  is  a  lot  of 
big  chance  to  deepen  the  relationship  in 
the  future,  because  in  the  meantime  In- 
donesia is  on  the  its  way  to  becoming  a 
more  mature  democracy  -  however  diff- 
icult that  process  looks  today.  Since  this 
a  cathartic  period  for  Indonesia,  Austra- 
lia should  be  patient,  and  it  should  as- 
sist wherever  it  can  assist  to  make  it  pos- 


sible for  Indonesia  to  complete  its  trans- 
ition in  a  period  which,  it  is  hoped,  does 
not  last  too  long. 

If  Indonesia  is  successful  in  its  trans- 
ition efforts,  then  it  will  be  easier  for  both 
sides  to  find  common  ground  for  coop- 
eration. And  since  a  democratic  system 
is  more  transparent  than  an  authoritar- 
ian one,  as  much  more  public  debate  will 
occur  and  the  rights  to  the  public  purse 
will  be  in  the  hands  of  people's  repres- 
entatives, Indonesia  will  be  looked  upon 
by  the  Australian  public  as  more  of  a  re- 
liable neighbor  and  partner  and  a  less 
of  a  threat.  This  will  make  it  easier  for 
the  Australian  government  and  its  other 
Australian  leaders  to  forge  closer  bilat- 
eral relations  with  Indonesia  in  every  field 
of  life.  At  times,  it  may  a|so  mean  a  mes- 
sier relationship  and  a  slower  pace  of 
cooperation  because  dernocratic  pro- 
cesses can  also  be  cumbersome  -  incre- 
ased debate  can  delay  decision  making. 
And  public  debates  on  aspects  of  the 
relationship  could  make  it  look  untidy. 
But,  at  the  same  time,  the  relationship 
will  be  more  enduring  and  stable  in  the 
longer  term. 

In  a  new  democracy  such  as  Indone- 
sia, sudden  changes  in  public  opinion  and 
in  government  decisions  could  still  hap- 
pen, however  temporary  in  nature.  As 
has  been  said  earlier,  for  the  relationship 
to  flourish  a  broad-based  relationship 
has  to  be  established  among  all  sectors 
of  the  society,  and  that  is  much  more 
likely  in  a  democracy. 

One  aspect  of  the  relationship  that  will 
need  nurturing  in  the  future  is  military  co- 
operation. It  is  the  hope  of  TNI  to  have  a 
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Australia;  and  it  has  been  considered  very 
effective  and  especially  those  meant  for 
East  Indonesia,  which  might  need  the 
most  help  in  satisfying  basic  human 
needs  including  training,  education  and 
health. 

It  is  also  true  that  real  improvements 
have  been  made  in  relation  to  news  coverage 
and  the  presence  of  media  represent- 
atives in  both  countries,  in  both  electronic 
and  printed  media.  More  extensive  relat- 
ions are  also  developing  at  the  official 
level.  The  fifth  bilateral  Ministers  Council 
was  held  in  Canberra  in  December  2000. 
Despite  the  East  Timor  abuses  after  the 
plebiscite,  meetings  are  also  taking  place 
between  the  military  of  each  country,  .al- 
beit at  a  low-key  level.  The  .T.ilitary  re- 
lationship was  previously  centered  on  a 
defence  treaty  that  was  primarily  a  pro- 
duct of  Keating's  efforts  and  Soeharto's 
support.  But  since  the  treaty  was  not  sup- 
ported by  the  elites,  it  did  not  last  the 
East  Tirnor  rampage  by  the  militia  and 
Australia's  support  for  East  Timor's  inde- 
pendence. 

The  military  to  military  relations  have 
been  deep,  broad-based  and  really  pro- 
ductive and  important  bilaterally  and  for 
the  region.  Training  and  joint  exercises 
were  particularly  important  for  the  mil- 
itary forces  to  know  and  respect  each 
other  and  to  get  used  to  cooperating. 

...  Another  aspect  of  the  relationship  that 
has  become  much  more  important  is  on 
the  educational  side,  including  training. 
There  are  now  more  Indonesian  students 
in  Australia  than  in  the  US  or  Europe,  in 
the  realm  of  over  20,000.  This  number 
excludes  classes  partly  in  Indonesia  or- 


ganized by  "joint  ventures"  between  uni- 
versities and  institutes  in  both  countries. 
This  is  critically  important  for  Indonesia's 
future  and  also  for  bilateral  relations.  And 
more  efforts  are  being  made  how  to  co- 
operate even  closer  at  the  tertiary  level, 
where  Indonesia  is  really  lagging  behind. 

Due  to  the  financial  crisis,  the  trend 
of  sending  students  to  Australia  has  grown 
because  it  is  cheaper  than  the  USA  or 
Europe.  And  that  should  be  good  for 
future  relations  because  former  students 
will  play  a  big  role  in  continuing  certain 
goodwill  towards  the  country  where  they 
have  studied  in  and  generally  have  good 
memories  about.  Besides,  their  friend- 
ship networks  in  the  country  in  which  they 
studied  could  be  useful  in  future  relat- 
ions. 

Tourism  from  Australia  has  always 
been  high  even  during  the  crisis  of  East 
Timor,  except  perhaps  immediately  after 
the  carnage  in  East  Timor,  when  TNI-or- 
ganized  public  reactions  in  Jakarta  were 
covered  amply  by  the  Australian  mass 
media.  But  this  period  was  no  more  than 
a  few  months  long.  In  the  meantime,  a 
lot  of  Indonesian  tourists  continue  to 
visit  Australia  despite  the  financial  cri- 
sis. Although  it  is  arguable  whether  tour- 
ism has  been  an  important-  vehicle  or 
not  in  understanding  other  countries, 
because  tourists  tend  to  stay  only  at  cer- 
tain "touristy"  places,  it  is  likely  to  have 
created  a  certain  appreciation  to  the  coun- 
try and  the  people  visited  in  the  longer 
term. 

As  has  been  mentioned  above,  Indo- 
nesia-Australia cooperation  in  the  Asia 
Pacific  has  been  an  important  part  of 
regional  institution  building  in  this  part 
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Toward  an  ASEAN  Strategy 

of  Globalization* 

Jose  T.  Almonte 


GLOBALIZATION  AS  A  HISTORICAL 
PROCESS 

HOW  to  cope  with  the  forces  of 
globalization  is  likely  to  be  the 
great  economic-and-political  de- 
bate of  the  new  century.  Put  most  simply, 
"globalization"  is  shorthand  for  the  way 
trade,  investmenjt,  and  industry  are  spread- 
ing around  the  world  in  a  more  or  less 
uniform  pattern,  going  beyond  political 
frontiers  and  national  cultures.  In  recent 
years,  the  perceived  disadvantages  of  glob- 
alization have  generated  an  ideological 
backlash,  which  has  become  a  worldwide 
counter-movement.  (In  late  1 999,  this  back- 
lash closed  down  the  World  Trade  Organ- 
ization's ministerial  meeting  in  Seattle.) 

Actually  the  process  is  nothing  new. 
Globalization  has  been  going  on  not  least 
since  the  sudden  entrance  of  the  V/estern 
powers  on  the  world  scene  in  the  fifteenth 
century.  In  fact,  Japanese  Intellectuals  like 
to  recall  an  even  earlier  period,  when  a 
pre-industrial  trading  system  mediated  by 
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the  Arabs  stretched  from  West  Asia  and 
the  Mediterranean  across  the  Indian 
Ocean  through  Southeast  Asia  clear  to 
China  and  the  Japanese  home-islands. 

Throughout  all  that  time,  the  dominant 
states  have  worked  to  reduce  barriers  to 
the  movement  of  goods,  capital  and  techno- 
logy-often  enough,  forcibly,  as  the  British 
opened  up  China,  the  Amerii-ans  opened 
up  Japan,  and  the  Europeans  opened  up 
Africa.  In  our  time,  the  information  and 
communications  revolution  -by  overcom- 
ing the  tyranny  of  distance-  has  speeded 
up  this  historical  process. 

Despite  the  protests  of  those  who  op- 
pose it,  globalization  in  our  time  is  not 
likely  to  be  reversed.  Not  only  does  it  pro- 
mise the  best  results  as  a  development 
model.  The  only  alternative  autarky  under 
the  command  economy-has  become  thor- 
oughly discredited  by  the  collapse  of  the 
Soviet  Union. 

The  Benefits  and  the  Downside  of 
Globalization 

Over  this  last  generation,  ASEAN  and 
East  Asia  were  among  the  greatest  bene- 
ficiaries of  the  open  trading  system.  The 
East  Asian  "economic  miracle"  was  founded 
on  eA-porf-Zec^  development  strategies  that 
tapped  into  rich  western  markets,  particul- 
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partner  that  really  cares  about  them,  de- 
spite the  cooling  of  relationship  due  to 
East  Timor.  Australia  has  a  strategic  inter- 
est in  improving  the  relationship,  since 
Indonesia  is  an  important  neighbour  and 
strategic  friend  and  partner.  This  is  not 
only  true  in  bilateral  terms,  but  also  in 
regional  terms.  Not  only  is  Indonesia  in 
crisis  today,  the  region  itself  is  in  crisis. 
Therefore,  cooperation  between  the  mi- 
litary of  the  two  countries  makes  sense 
in  order  to  contribute  together  towards 
regional  stability,  especially  in  the  imme- 
diate neighbourhood. 

However,  if  this  cooperation  is  to  be 
deepened,  TNI  has  to  cut  its  losses  in 
East  Timor  and  move  on.  That  means  that 
it  has  to  stop  the  activlLies  of  the  militia 
along  the  border  of  East  Timor,  expatri- 
ate the  refugees  in  West  Timor  and  bring 
the  perpetrators  of  human  rights  violat- 
ions to  the  courts. 

Regional:  There  are  two  great  chal- 
lenges to  the  region  in  the  longer  term, 
which  are  critical  to  the  future  stability, 
peace  and  well-being  of  the  region.  One 
is  globalisation,  and  here  the  challenge 
is  how  to  overcome  the  crisis  in  the 
short  term  and  medium  term,  and  build 
a  more  dynamic  and  resilient  region  which 
is  capable  of  facing  the  impact  of  global- 
isation better  than  it  did  a  few  years  ear- 
lier. For  this,  regional  institutions  such  as 
APEC  and  the  newly  established  ASEAN 
+3  are  important.  Australia-Indonesia  co- 
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operation  should  be  more  intensive  in 
order  to  substantially  improve  the  capab- 
ilities of  the  regional  institutions,  and  Aus- 
tralia membership  in  ASEAN+3  is  a  pre- 
requisite. Indonesia  has  to  support  Aus- 
tralia's membership  more  vigorously. 

Another  challenge  is  future  strategic 
development,  namely  what  is  going  to 
happen  after  the  post-cold  war  era,  which 
is  a  transition  period,  is  over?  Here,  Chi- 
na's rise  to  a  great  or  even  super-power 
in  the  next  20  to  30  years  will  be  the 
main  longer-term  challenge. 

How  the  region,  including  Australia- 
Indonesia,  will  work  together  with  other 
friends  and  partners  to  make  the  entree 
of  China  into  the  region  as  peaceful  as 
possible  will  be  the  main  strategic  pre- 
occupation. Mechanisms  to  rise  to  this 
challenge  will  include  strengthening  re- 
gional institutions  such  as  ARF  and  CSCAP 
in  the  security  realm,  as  well  as  the  re- 
gional organisations  in  the  economic  field. 
It  is  also  important  to  use  the  new  re- 
gional fora  such  as  ASEM  and  ASEAN+3 
tor  this  all  encompassing  objective. 

Here,  again,  the  earlier  experiences 
between  Indonesia  and  Australia  could 
prove  to  be  critical  in  making  efforts  suc- 
cessful in  building  and  sustaining  peace, 
stability  and  the  well-being  of  the  region. 
In  so  doing,  these  Tegional  efforts  will 
also  contribute  to  global  peace  and  well- 
being  in  the  longer  term. 
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Southeast  Asian  country  must  sooner  or 
later  prepare  itself  for  globalization  -  by 
defining  more  sharply  and  enforcing  more 
strongly  both  contract  and  property 
rights. 

From  now  on,  effective  states  and  effi- 
cient marl<ets  should  be  the  key  objects 
of  all  our  strivings.  The  relationship  be- 
tween the  two  is  obvious.  Without  govern- 
ment, there  can  be  no  private  property- 
and  therefore  no  markets.  Only  in  a  so- 
ciety with  clear  and  secure  individual  rights 
are  there  strong  incentives  for  people  to 
produce,  invest,  and  engage  in  mutually 
advantageous  trade.  And  these  rights  of 
property  and  the  security  of  contracts  on 
which  markets  are  founded-only  an  effec- 
tive State  can  guarantee. 

We  also  need  the  State  to  provide  the 
requisite  sodal  protection  for  those  groups 
in  the  national  community  whom  globaliza- 
tion might  put  to  risk.  And  we  need  effect- 
ive states  to  deliver  the  social  services 
-such  as  primary  health  care  and  basic 
education-  that  equip  people  to  pursue 
the  fullest  possibilities  of  their  lives. 

Education  is  a  crucial  tool  in  our  time. 
For  if  our  countries  are  to  survive  in  the 
global  economy,  our  peoples  must  not  ven- 
ture to  the  world  armed  only  with  intellec- 
tual bows  and  arrows  while  our  compet- 
itors wield  the  equivalent  of  laser  swords. 
ASEAN  must  realize  its  tremendous  pot- 
ential for  creating  a  world-class  workforce 
for  the  Knowledge  Society.  All  our  coun- 
tries have  young  populations  while  those 
in  the  rich  countries  are  fast  aging.  In  the 
Philippines  fully  half  of  all  our  76  million 
people  are  below  22  years  old  -and  youth- 
fulness  has  always  been  synonymous  with 


the  creativity,  daring,  and  vigor  needed  by 
the  new  economic  order. 

Our  end  effort  must  be  aimed  to  make 
our  countries  competitive  players  in  the 
electronic  economy.  We  must  ensure  our 
countries  end  up  on  the  right  side  of  the 
emerging  digital  divide. 

Change  in  Family  Corporations 

Like  the  Southeast  Asian  state.  South- 
east Asia's  family  corporations  too  must 
change  if  they  are  to  survive  globalization. 
Right  now,  our  national  economies  are 
still  largely  "relation-based,"  while  West- 
ern economies  are  "rule-based."  In  a  re- 
lation-based economy,  transactions  are 
founded  on  personal  and  usually  implicit 
agreements,  rather  than  on  formal  con- 
tracts that  may  be  enforced,  if  necessary, 
by  the  courts  of  law.  Information  about 
such  transactions  is  typically  local-and 
private.  Third  parties  cannot  verify-  it.  So 
a  company's  assets  -its  credit  history  and 
reputation  as  financial  status,  and  its  pro- 
spects of  profit-  are  largeJy  closed  to  pub- 
lic knowledge. 

By  contrast,  in  a  rule-based  system,  one 
can  largely  rely  on  publicly  verifiable  in- 
formation. A  contract  is  explicit,  imper- 
sonal, and  standardized.  In  the  rule-based 
system,  contract  enforcement  is  easy  and 
its  costs  are  negligible. 

Because,  in  most  of  our  countries,  con- 
tracts and  property  rights  are  still  poorly 
enforced,  our  businessmen  must  do  busi- 
ness only  with  brothers,  cousins,  people 
from  one's  hometowns,  classmates-and 
then  only  finally  and  reluctantly  with 
strangers.  If  our  family  corporations  are  to 
compete  in  a  globalized  world,  they  must 
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arly  in  the  United  States.  Neither  will  we 
easily  forget  that  our  home  region  was  first 
to  experience  the  downside  of  globalization 
-in  the  financial  crisis  of  1997-1999. 

But,  on  balance,  globalization  can  be 
more  beneficial  than  disadvantageous  to 
the  developing  country  whose  leadership 
is  intelligent  enough  to  blunt  its  vicious  im- 
pacts on  vulnerable  communities  and  work- 
people -  by  balancing  economic  growth 
with  social  development. 

Globalization  brings  foreign  investment 
and  technology  that  generate  new  skills 
and  stimulate  the  creativity  and  entrepre- 
neurial energies  among  the  local  peoples. 
Emerging  economies  can  benefit  from 
globalization  if  they  cultivate  their  niches 
in  the  global  division  of  labor  and  sharpen 
their  competitiveness. 

Thus  Singapore  is  transforming  itself 
into  the  financial  capital  and  headquarters 
site  for  all  Southeast  Asia.  Thailand  has 
become  an  agricultural  power;  Malaysia 
one  of  the  world's  largest  manufacturers  of 
semiconductor  components;  and,  thanks  to 
its  plentiful  supply  of  "knowledge  workers," 
the  Philippines  is  building  up  its  "back- 
office"  expertise  (accounting,  software  de- 
velopment, and  technical  support)  in  global 
information  technology. 

Today  the  challenge  before  our  coun- 
tries is  for  them  to  grasp-together-the  op- 
portunities globalization  presents-while 
working  together  to  minimize  our  shared 
vulnerabilities  to  its  risks. 

OPEN  SOCIETIES,  OPEN  ECONOMIES 

The  countries  best  able  to  take  full  ad- 
vantage of  globalization  are  those  with 


open  societies  and  open  economies.  ASEAN 
-  being  located  at  the  confluence  of  in- 
tercontinental air  routes  and  with  easy  ac- 
cess to  the  world-ocean  -  is  well  situated 
to  benefit  from  open  trade  and  open  In- 
vestment. Open  society  may  be  the  na- 
tional community  whose  political  ground- 
rules  include  competitive  elections;  a  role 
for  the  free  media,  and  allow  ordinary 
people  a  say  in  how  they  are  to  be  gov- 
erned. Democracy  must  be  part  of  the 
spirit  of  the  coming  age.  To  stimulate  in- 
dividual creativity  and  invention,  govern- 
ments must  relax  their  restraints  on  in- 
dividual freedom  and  civil  liberty. 

Good  Governance  is  the  Best  National 
Strategy  for  Globalization 

As  Peter  Drucker  says,  "There  are  no 
'underdeveloped'  countries  any  more.  There 
are  only  mismanaged  countries."  The  East 
Asian  financial  crisis  demonstrated  force- 
fully to  all  our  countries  the  dangers  inher- 
ent in  the  lack  of  transparency  in  our  fin- 
ancial systems  -the  absence  of  level  play- 
ing fields  in  our  economies-  and  the  ven- 
ality of  our  politics. 

And  the  crisis  is  forcing  our  economies 
to  become  more  efficient,  more  product- 
ive, more  competitive-just  as  it  is  forcing 
national  politics  to  become  more  trans- 
parent, more  accountable,  more  demo- 
cratic. 

The  Market  and  the  State 

In  this  process  of  obligatory  moderniza- 
tion, there  will  be  occasional  setbacks  - 
such  as  the  reform  faction  in  Thailand,  which 
have  raised  to  power  the  populist  govern- 
ment of  Thaksin  Shinawatri.  But  every 
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.even  more  sensitive  sector,  and  we  may 
expect  some  reneging  on  commitments 
to  open  up  national  markets  to  South- 
east Asia's  most  efficient  producers. 

■  Another  AFTA  problem  is  Singapore's 
go-it-alone  effort  to  conclude  bilateral  free- 
trade  agreements  with  countries  outside 
the  region.  Its  partner-states  fear  these 
treaties  may  allow  Singapore's  free-trade 
partners  to  use  the  port-city  as  the  back- 
door for  getting  their  products  tariff -free 
into  ASEAN  markets. 

ASEAN  economic  diplomats  are  work- 
ing hard  to  ease  these  last-minute  prob- 
lems. Any  disruption  of  AFTA's  schedule 
will  certainly  weaken  investor's  confidence 
in  ASEAN's  seriousness  of  purpose  -just- 
when  It  faces  sffonger  competition  from 
China,  whose  entry  into  the  WTO  is  now 
merely  a  matter  of  time. 

DEVELOPMENT  AND  FREEDOM  IN 
AN  AUTHENTIC  SOUTHEAST  ASIAN 
COMMUNITY 

In  sum,  unless  some  catastrophe  befalls 
our  world,  the  age  of  c/o5e£y  political-eco- 
nomic systems  seems  over.  The  central  ques- 
tion of  our  time:  is  how  to  create-simultan- 
eously-material wealth  and  sociai  cohesion 
in  free  societies. 

While  history  has  not  quite  ended,  it  is 
true  the  ideological  challengers  to  demo- 
cracy and  the  market  economy  have  all 
fallen  away.  There  is  no  alternative  polit- 
ical-economic vision  that  can  invoke  peo- 
ple's voluntary  allegiance  -  as  communism 
and  fascism  once  were  able  to  do.  Unlike 
communism,  capitalism  does  not  pretend 
to  offer  a  comprehensive  and  consistent 


set  of  ideas  by  which  people  can  make 
sense  of  the  world.  Therefore,  if  we  are  to 
keep  our  societies  stable  and  tranquil,  we 
still  mustfind  remedies  for  capitalism's  dis- 
contents. 

We  need  to  minimize  the  intensity  and 
frequency  of  capitalist  crises.  We'  must  find 
ways  of  preventing  the  speculative  ex- 
cesses -  the  manias  and  panics  as  well 
as  the  alternating  waves  of  greed  and 
fear  -  inherent  in  the  way  capitalism 
works.  And  we  need  to  find  relief  for  the 
casualties  produced  by  its  cycles  of  cre- 
ative destruction. 

Capitalism's  natural  drive  is  to  max- 
imize returns  on  investment:  it  has  no  in- 
ternal governor  to  check  its  social  be- 
havior. The  market  remains  indifferent 
to  the  ethical  dimensions  of  what  it  is  do- 
ing to  vulnerable  people.  This  is  why,  in 
the  age  of  globalization,  we  need  effec- 
tive states  more  than  ever  before  -  to 
reconcile  the  priorities  Of  global  markets 
with  society's  need  to  care  for  those 
whom  development  leaves  behind. 

Failure  to  Bring  About  General  Pro- 
gress 

It  is  primarily  an  inspired  leadership  can 
move  ASEAN  toward  globalization  -  be- 
cause, at  least  initially,  globalization  wiJI 
not  bring  about  self-evident  general  pro- 
gress. Indeed  it  will  sharpen  the  already- 
acute  inequalities  between  rich  and  poor- 
within  countries  and  between  them. 

Already  people  in  the  richest  countries 
are  74  times  richer  than  those  in  the  poor- 
est countries.  According  to  the  World  Bank, 
the  average  Swiss  earns  in  a  day  that  the 
average  Ethiopian  earns  in  a  year;  and  the 
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learn  to  cultivate  the  moral  bonds  or  social 
trust. 

REGIONAL  UNITY  AS  A  STRATEGY  FOR 
GLOBALIZATION 

What  are  the  smaller  economies  to  do 
in  a  world  where  scale  has  become  an  in- 
creasingly dominant  factor  in  business? 
Obviously  the  smaller  economies  must  find 
their  niches,  focus  on  their  core  competen- 
cies, and  create  scale  for  themselves  by 
forming  regional  blocs. 

Throughout  the  world,  regionalism  con- 
tinues. The  Bush  Administration  apparently 
proposes  to  expand  the  North  American 
Free  Trade  Area  (NAFTA)  to  South  America 
in  a  grand  "Free  Trade  Area  of  the  Amer- 
icas." Meanwhile,  the  European  Union  - 
where  regionalism  is  most  advanced  -  is 
adding  a  European  armed  force  to  its  po- 
litical attributes.  As  much  as  80  percent 
of  Western  Europe's  total  trade  is  now 
carried  on  within  the  euro  zone  made  up 
of  12  countries, 

Obviously  ASEAN  must  speed  up  its 
effort  to  realize  its  free-trade  area  by  its 
target  date  of  January  2002  for  Indonesia, 
Malaysia,  Singapore,  the  Philippines,  and 
Thailand.  (Brunei,  Cambodia.  Laos,  Myan- 
mar,  and  Vietnam  will  have  between  2006 
and  2010  to  accede.)  Even  while  it  is  com- 
pleting this  first  phase  of  AFTA,  ASEAN 
must  speed  up  its  effort  to  reach  out  to 
the  Northeast  Asian  powers  China,  Japan, 
and  Korea. 

The  alternative  to  regional  unity  is  to 
be  marginalized  -  as  Europe  and  North 
America  consolidate  powerful  trading  and 
negotiating  blocks.  Only  by  combining  in- 


to one  East  Asian  grouping  can  "ASEAN 
plus  Three"  generate  enough  leverage  to 
enforce  reciprocity  on  their  trading  partners 
in  NAFTA  and  the  EU.  Only  when  East 
Asia  standing  together  can  it  persuade 
the  rich  countries  to  dismantle  the  export 
subsidies  they  still  give  their  farmers,  and 
to  allow  freer  market  access  to  textiles  and 
labor-intensive  exports  from  the  develop- 
ing countries.  In  addition,  only  by  speak- 
ing with  one  voice  in  global  councils  can 
East  Asia  win  more  freedom  of  movement 
for  contract  workers,  students,  and  migr- 
ants from  the  developing  countries. 

An  East  Asian  economic  block  can 
also  speak  authoritatively  for  all  the  poor 
countries  on  the  question  of  intellectual 
property  rights,  as  well  as  on  environ- 
mental, labor,  and  human  rights-  issues 
on  the  WTO  agenda. 

AFTA  Beingjeopardized 

Before  it  can  do  all  these,  ASEAN  must 
put  its  own  free  trade  area  in  order.  Right 
now,  ASEAN's  free  trade  program  is  being 
put  to  risk  by  its  senior  members'  going 
back  on  their  commitments  to  open  up 
their  economies.  Under  AFTA,  the  five  or- 
iginal ASEAN  members  had  agreed  to 
abolish  tariffs  on  50  percent  of  all  their 
tariff  lines  by  2002.  But,  as  deadline  nears, 
tariff-reduction  schemes  are  being  riddled 
with  exemptions. 

For  instance,  Malaysia  has .  apparently 
decided  not  to  proceed  with  tariff  reduct- 
ions on  car  parts,  to  protect  its  flagship 
automobile  industry.  The  Philippines  too 
is  delaying  tariff  cuts  on  automobile  im- 
ports, to  protect  its  car  assemblers.  For 
most  of  our  countries   agriculture  is  an 
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INTRODUCTION 

WE  ARE  entering  the  second  quar- 
ter of  the  year  with  a  serious 
question  on  the  sustainability 
of  growth.  Relatively  strong  performance 
in  2000  was  basically  a  rebound  effect, 
fuelled  mainly  by  exports  and  household 
consumption.  The  period  of  easy  growth 
seems  to  be  over,  and  we  have  to  redis- 
cover new  sources  of  growth  this  year. 

While  in  2000  we  were  facing  an  excess 
demand  in  a  capacity-constrained  eco- 
nomy, in  the  coming  months  the  issue  is 
a  declining  aggregate  demand  in  the 
coming  months.  Both  consumer  and  busi- 
ness confidence  has  been  slackening,  while 
exports  are  expected  to  decrease  due  to 
the  slowdown  in  the  world  market.  The 
deficit  in  capital  account  continues,  show- 
ing the  lack  of  capital  inflow.  Foreign  in- 
vestments are  not  likely  to  come  partly 
due  to  political  uncertainty,  and  conse- 


quently new  investment  would  depend 
on  the  limited  domestic  resources.  There- 
fore, economic  reform  will  most  likely 
be  slow  and  economic  growth  will  be  the 
same  as  the  previous  year  growth,  i.e., 
4-5%. 

ECONOMIC  GROV\n-H 

The  new  revised  figure  of  GDP  growth 
for  2000  shows  a  steady  increase  in  quarr 
terly  growth,  from  4.2%  (y-o-y)  in  the  first 
quarter  to  5.2%.in  the  second  quarter,  fol- 
lowed by  a  slight  decline  to  4.4%  in  the 
third  quarter  and  back  to  5.2%  in  the  last 
quarter.  Based  on  this  trend,  many  believed 
that  Indonesia  was  ready  to  enter  the  new 
millennium  with  a  strong  recovery. 

Nevertheless,  the  current  situation  has 
made  it  impossible  for  this  optimistic  sce- 
nario to  occur.  Continued  bickering  with- 
in the  political  elite  that  has  led  to  declin- 
ing business  and  consumer  confidence,  the 
weakening  of  world  demand,  and  capacity 
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200  richest  individuals  have  more  assets 
than  the  two  billion  who  are  poorest.  Even 
Singapore  is  experiencing  sharper  income 
inequalities  among  its  people. 

Globalization  is  also  intensifying  prob- 
lems of  the  environment,  of  public  health 
and  transnational  crime.  While  local  cultures 
are  being  transformed  by  the  homogeniz- 
ing impact  of  the  internationarpop"  culture. 
To  the  masses  of  ASEAN's  people,  the  pro- 
mise of  globalization  can  seem  like  pie- 
in-the-sky  -  compared  with  the  day-to-^ 
day  problems  global  interdependence  can 
bring. 

A 'Human  Agenda' for  ASEAN 

This  is  why,  in  their  effort  to  accelerate 
and  deepen  regional  cooperation,  ASEAN's 
leaders  must  reach  out  beyond  the  region's 
political  and  economic  elite.  Our  leaders 
must  begin  to  share  their  vision  -of  what 
our  region  can  become-  with  . ordinary 
Southeast  Asians. 

Our  leaders  must  never  forget  the  mar- 
ket is-merely  a  tool  that  stimulates  the  pro- 


duction of  social  wealth  with  the  greatest 
efficiency.  Neither  is  economic  growth  an 
end  in  itself.  If  it  is  to  be  meaningful,  it 
must  have  a  moral  purpose  -and,  given 
our  circumstances,  that  should  be  to  wipe 
out  Southeast  Asian  poverty  and  lift  up 
the  common  life. 

Beyond  assuring  our  peoples  the  mat- 
erial decencies  of  life,  ASEAN  must  now 
relate  itself  -all  it  does  and  all  it  stands 
for-  to  the  daily  lives  of  ordinary  Southeast 
Asians.  ASEAN  must  now  begin  to  work 
toward  establishing  social  justice  and  in- 
dividual dignity  within  every  Southeast 
Asian  country  -  as  the  internal  requisite  of 
the  caring  societies  our  leaders  envision 
for  all  our  peoples.  In  a  word,  ASEAN  must 
broaden-and  deepen  its  process  of  com 
munity-building,  as  the  only  way  of  re- 
conciling the  market  forces  stimulated  by 
globalization  witti  the  social  cohesion  that 
can  come  only  when  people  'own'  -in 
common-  a  collective  venture,  and  when 
people  feel  they  'belong'  by  right  to  a  place 
and  its  way  of  life. 
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GDP  BY  EXPENDITURE 
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GDP 
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%  of  GDP 

growth 

growth 

to  growth 
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Cross  Fixed  Capital' 

Formation 
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17.7 

2.3 
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-0.9 

-87.21 

-2.0 

-42.1 

Export  of  Goods  and  Sen/ices 

16.1 

16.7 

3.4 

71.1. 

Import  of  Goods  and  Services 

18.2 

GDP 

4.8 

4.8 

1 00.0 

GDP  without  change  in  stock 

6.8 

6.8 

142.0 

We  subtract  import  components  from  each  type  of  expenditure  to  have  a  better  measures  of 
the  source  of  growth. 


Source:  Badan  Pusat  Statistik  (BPS-Statistics  Indonesia) 


rapidly.'  In  contrast^.the  "sick"  sector  has 
traditionally  relied  on  government  favours 
and  its  recovery  depends  on  government 
involvement.  It  is  likely  that  the  "sick"  sec- 
tor will  drag  down  the  economy  as  a 
whole  for  a  long  time.  We  estimated  that 
the  "sick"  sector  has  been  growing  by  2 
to  3%  while  the  "healthy"  part  of  the  eco- 
nomy has  managed  to  grow  by  6  to  7% 
already. 

The  country's  economic  prospects  there- 
fore hinge  on  the  recovery  of  the  "sick"  sec- 
tor and  the  survival  of  the  "healthy"  sector. 
The  prognosis  of  the  'sick'  sectors  is  bad- 
The  pace  of  bank  and  corporate  restruc- 


Day-to-day  operation  of  this  "healthy"  sector 
Is  on  a  cash  basis,  and  hence  It  Is  less  efficient  than 
It  would  be  if  It  had  access  to  bank  credit.  A 
large  proportion  of  this  part  of  the  economy  Is 
export-oriented,  and  some  are  driven  by  Joint 
ventures  or  FDi. 


turing  will  be  held  back  by  political  inter- 
ference, by  interest  of  powerful  corporat- 
ions and  political  parties.  The  ability  of 
the  government  to  assist  the  "sick"  sector 
is  also  questionable  given  severe  budget 
constraints.  Asset  sales,  a  major  source 
of  government  revenue,  will  be  slow  due 
to  the  limited  interest  of  foreign  buyers 
and  government's  determination  to  sell 
assets  at  higher  prices. 

What  are  the  prospects  for  the  "healthy" 
sector?  Given  budgetary  constraints,  gov- 
ernment expenditure  has  not,  and  will  not 
be  the  soi;rce.  of  growth. 

A  boost  in  consumption,  which  con- 
tributed to  16%  of  GDP  growth  in  2000, 
had  a  considerable  impact  on  growth.  Un- 
fortunately, this  may  not  be  the  case  in 
2001.  The  consumer  confidence  survey 
in  December  2000  conducted  by  Dana- 
reksa  Research  Institute  shows  that  down- 
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Table  1 


ECONOMIC  GROWTH  BY  SECTORS 


GDP  growth  In  2000  (y-on-y) 


Contribution     %  of 


Ql 

Q2 

Q3 

Q4 
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to  growth 
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3.0 
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0.3 
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2.7 

1.8 

2.0 

2.4 

2.2 

0.2 

4.6 

GDP 

4.2 

5.2 

4.4 

5.2 

4.8 

4.8 

100.0 

GDP  excluding  Agriculture 

6.5 

6.1 

4.6 

4.4 

5.4 

4.5 

93.8 

Manufacturing,  Trade,  and 

Transportation  (MTT) 

7.8 

7.4 

•  5.6 

5.4 

6.5 

3.2 

66.7 

GDP  excluding  MTT 

1.0 

3.1 

3.3 

5.1 

3.1 

1.6 

33.3 

Source:  Badan  Pusat  Statistik  (BPS-Statistics  Indonesia) 


constraint  faced  by  the  real  sector  may  all 
contribute  to  a  more  gloomy  picture  of  eco- 
nomic growth  in  the  year  2001.  Hence, 
both  short-and  long-term  foreign  private 
and  official  capital  seems  unlikely  to  come 
this  year  due  to  political  instability,  deteri- 
orating security,  and  stalled  economic  re- 
forms. 

Apart  from  agriculture,  obviously  all  sec- 
tors continue  to  decelerate.  GDP  growth  (y- 
o-y)  excluding  agriculture  declined  from 
6.5%  in  the  first  quarter,  to  6.1%  in  the  se- 
cond quarter,  4.6%  in  the  third  quarter,  and 
4.4%  in  the  fourth  quarter  2000.  Economic 
growth  in  2000  was  propelled  by  three  sec- 
tors: manufacturing,  trade,  hotel  and  res- 
taurant, and  transport  and  communicat- 


ion, which  contributed  to  67%  of  the  GDP 
growth.  But  these  three  sectors  have  clearly 
levelled  off  in  the  latter  part  of  2000.  The 
growth  of  construction  declined  from  12.1% 
in  the  first  quarter  to  1.4%  in  the  fourth 
quarter  of  2000. 

Why  has  the  real  sector  run  out  of  steam 
so  soon?  The  crisis  induced  a  dualistic  struc- 
ture in  the  real  sector.  The  "healthy"  part  of 
the  economy  that  does  not  rely  much  on 
government  has  grown  rapidly  in  the  past 
year  In  response  to  the  consumer  spend- 
ing spree  and  strong  export  demand.  This 
part  of  the  economy  has  financed  its  act- 
ivities from  retained  earnings  and/or  in- 
ternal equity.  As  a  result,  investments  In 
these  acrivltles  are  not  likely  to  increase 
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-  MONETARY  DEVELOPMENTS 

Trends  in  2000:  Excessive  Money 
Growth  and  Rising  Inflation 

The  2000  loose  and  ineffective  mon- 
etary policies  are  reflected  in  a  rising 
growth  rate  in  base  money  (MO).  MO  growth 
showed  an  annual  peak  at  about  24%  (y-o- 
y)  in  November  and  December  2000.  In 
fact,  the  amount  of  base  money  reached 
125  trillion  Rupiah  in  December  2000, 
which  is  a  worrying  25%  monthly-increase 
compared  to  the  amount  in  November. 
The  economy  is  still  cash-based,  and 
sharp  increase  in  money  demand  during 
the  holiday  seasons  clearly  led  to  this 
drastic  increase  in  base  money.  Annual 
inflation  in  2000  had  climbed  to  9.3%  in 
December  2000,  which  far  exceeded  Baiik 
Indonesia's  5-7%  target  rate  in  the  early 
2000.  Compared  to  a  low  2%  in  1999, 
Bank  Indonesia's  record  for  coiltrolling 
inflation  in  2000  must  be  surely  regarded 
as  disappointing. 

Several  non-monetary  factors  also  con- 
tributed to  the  inflationary  push.  First,  fuel 
price  increases  have  raised  expected  in- 
flation and  subsequently  pushed  produc- 
tion and  consumer  prices  up.  Second,  the 
continued  deteriorating  exchange  rate 
made  imports  more  expensive.  Third,  tra- 
iditionally  increased  demand  for  goods 
during  the  Ramadhan  and  Christmas  sea- 
sons pushed  the-  inflation  rate  up  in  the 
end  of  the  year. 

Recent  Developments:  Can  Bl  Solve 
the  Monetary  Dilemma  in  2001? 

Last  year's  uncontrolled  monetary 
growth  can  be  attributed  to  limited  options 
of  monetary  policies  in  2000.  The  reason 
is  that  monetary  authorities  have  been 


facing  a  dilemma.  Once  Bank  Indonesia 
decides  to  raise  the  interest  rate  to  re- 
duce money  growth,  it  raises  the  inter- 
est payment  burden  to  the  government. 
In  addition,  any  rise  in  the  rate  also  in- 
creases the  cost  for  the  government 
to  maintain  the  ceilirig  rate  of  the  guar- 
anteed deposit  scheme,  and  at  the  same 
time  also  deteriorates  the  balance  sheet 
of  the  central  bank  because  of  the  high 
level  of  outstanding  SBI  (Bank  Indonesia 
Certificate).  On  the  other  hand,  the  reluc- 
tance to  increase  the  interest  rate  has 
led  to  excessive  money  growth,  higher 
pressure  of  inflation,  and  lower  exchange 
rate. 

Bank  Indonesia  must  choose  either  stab- 
ilising price  -thus  letting  interest  rates  rise- 
or  accommodating  the  government's  fiscal 
concerns.  It  seems  that  Bank  Indonesia 
has  been  aggressive  in  pursuing  the  first 
option  by  tightening  monetary  policies. 
Perhaps  this  is  part  of  an  extensive  effort 
to  maintain  single  digit  inflation  [n  2000. 
Three  observations  confirm  this  view. 
First,  SBI  rates  have  continuously  risen 
since  August  2000  and  reached  by  14.8% 
in  mid-February  2001.  Second,  the  effec- 
tiveness of  monetary  policy  depends  on 
the  interest  rate  differentials  between 
SBI  rate  and  depasit  rate.  Throughout 
2000  the  increase  in  the  deposit  rate 
was  smaller  than  that  of  the  SBI  rate, 
thereby  dampening  the  effect  of  an  in- 
crease in  the  SBI  rate  on  money  supply. 
But  the  gap  has  continuously  narrowed 
during  the  past  year  and  continues  to 
stay  within  a  1%  point  margin.  This  in- 
dicates that  monetary  authorities  are  ser- 
ious about  using  interest  rates  to  stabilize 
inflation.  Tfiird,  external  factors  could  help 
Bank  Indonesia  in  pursuing  interest  rate 
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ward  trend  of  consumer  confidence  re- 
mains in  place  to  underpin  the  continued 
erosion  of  general  confidence.  A  similar 
survey  conducted  by  Bank  Indonesia  (Bl) 
in  January  2001  also  shows  that  consumer 
confidence  on  the  economy  has  been 
declining  steadily  and  reaches  the  lowest 
level  since  September  2000. 

Export  accounted  for  71%  of  the  GDP 
growth  in  2000.  Ten  commodities  that  ac- 
count for  60%  of  total  non-oil  exports 
have  driven  the  growth  of  exports  in  2000. 
The  output  of  these  commodities  such  as 
electrical  equipment  and  machinery  has 
expanded  at  che  rate  of  more  than  100% 
compared  to  the  previous  year.  The  rapid 
export  expansion  in  2000  has  been  made 
possible  by  a  very  competitive  exchange 
rate,  under-utilized  production  capacity, 
strong  growth  in  the  US  economy  and 
significant  recovery  in  the  East  Asian 
markets.  Given  Indonesia's  large  exposure 
to  the  US,  Japan,  and  East  Asian  markets, 
any  slowdown  In  these  economies  could 
dent  the  growth  prospect  for  Indonesfa.  In 
fact,  we  believe  that  the  slowdown  of  the 
US  economy,  which  started  in  the  third 
quarter  of  2000,  has  had  an  impact  on  In- 
donesia's recent  export  slow  down. 

SCENARIOS  FOR  2001 

The  most  optimistic  scenario  would  be  a 
creative  destruction  process  during  which 
resources  must  be  reallocated  away  from 
the  "sick"  sectors  to  the  "healthy"  ones. 
However,  this  process  requires  sophistic- 
ated institutions  that  provide  the  basis  for 
the  efficient  reallocation  of  resources.  The 
slow  restructuring  process  in  Indonesia 
clec^fly,  shovys  that  Indonesia  does  not  have 
such  institutions.  The  existence  of  finan- 


cial constraint  faced  by  the  "healthy"  sec- 
tors means  that  the  labour  released  from 
the  "sick"  sector  feeds  into  unemployment 
and  the  informal  sector  f-ather  than  to  the 
"healthy"  sector. 

The  most  pessimistic  scenario  would 
involve  a  sky  dive,  in  which  the  economy 
plunges  into  a  "second"  economic  crisis 
and  depression.  From  the  real  side  of  the 
economy,  a  slowdown  in  world  demand 
and  high  domestic  interest  rate  can  kill. the 
fragile  export  sectors,  the  largest  source 
of  growth  during  the  crisis.  From  the  fiscal 
side,  the  breakdown  of  relations  with  the 
IMF  could  lead  to  a  cessation  of  all  ex- 
ternal funds,  in  turn  leading  to  serious  bud- 
getary problems.  From  the  financial  and 
monetary  side,  the  breakdown  of  fiscal 
sustainability  and  the  subsequent  failure 
of  the  bank  re-capitalization  program  could 
trigger  another  bank  run  leading  to  ex- 
cessive monetary  expansion. 

Somewhere  in  between,  is  the  most 
likely  scenario,  which  involves  at  muddl- 
ing-through.  Economic  reform  wfll  be  slow 
and  economic  growth  will  be  at  best  the 
same  as  last  year.  While  the  main  story  in 
2000  was  an  excess  demand  in  a  capacity 
constrained  economy,  the  coming  months 
will  witness  a  weakening  aggregate  de- 
mand. Consumer  and  business  confidence 
are  decliriing;  foreign  investments  are  not 
likely  to  come,  while  exports  are  weaken- 
ing due  to  the  slowdown  in  the  world  mar- 
ket. However,  there  is  a  risk  that  growth 
could  skydive  if  a  "second"  economic  cri- 
sis emerges.  The  likelihood  of  this  sce- 
nario hinges  on  reforms,  albeit  slow, 
proceeding  on  the  right  track,  such  that 
they  assist  creative  destruction  and  re- 
construction process  and  prevent  a  sky- 
dive. 
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precondition  for  investment  growth-  will  in 
the  end  depend,  again,  on  an  improvement 
of  the  overall  investment  climate. 

Exchange  Rates  and  Stock  Market 
Developments 

Constrained  monetary  policy  and  ex- 
cessive money  growth  clearly  led  to  the  con- 
tinuing depreciation  of  the  Rupiah.  During 
the  last  three  months  Rupiah  has  fluc- 
tuated within  the  range  of  9,200  and  9,600 
Rupiah/USD  and  showed  no  significant 
signs  of  strengthening.  In  addition  to  de- 
teriorating monetary  fundamentals,  Rupiah 
is  also  affected  by  non-economic  factors 
Political  uncertainties  and  deteriorating  se- 
curity have  played  a  major  role  both  in  in- 
ducing speculative  attacks  on  the  Rupiah 
and  in  preventing  capital  inflows,  which 
is  needed  to  support  the  Rupiah. 


In  response  to  increasing  speculative  at- 
tacks on  the  Rupiah  in  the  offshore  market. 
Bank  Indonesia  has  attempted  to  curb  spe- 
culative attacks  by  introducing  a  new  rule 
on  12  January  2001.  Essentially,  the  rule 
limits  the  amount  of  Rupiah  that  local  banks 
can  lend  offshore.  The  regulation  covers 
two  Issues.  First,  it  prevents  banks  from 
making  certain  transactions  with  non-re- 
sidents. Second,  it  reduces  the  amount  of 
derivative  transactions  a  bank  can  make 
with  non-residents  to  a  maximum  level  of 
US$3  million,  lower  than  the  previous  US$5 
million  limit.  The  policy  had  a  positive  ef- 
fect in  the  very  short-term,  because  non- 
residents who  are  in  a  short  Rupiah  pos- 
ition would  have  to  cover  their  position. 
The  Rupiah  appreciated  in  mid-January, 
but  continued  uncertainty  prevents  the 
Rupiah  from  appreciating  further.  In  fact. 


Figure  2 


INDONESIA:  RUPIAH  AND  STOCK  MARKET  PERFORMANCE 


9100 


9000 


Intervention  by  Bl, 
Dec.2-11 


6  people  killed  in 
Merauke,  Papua 
Dec.  2 


Sjahril  Sabirin 
released,  IDec.  7. 


■M  M   II   II   M  II  I  I  II  II  II  IH- 


50  basis  points  rate  cut  by 
the  Fed,  Jan.  3. 

I  I  I  II  II  II  II  I  I  I  I  II 


Foreign  buying  at 
JSX,  Feb,  1-10. 


II  II  II  I  -I- 


470 
460 
450 
440 
430 
420 
410 
400 
390 
350 


12/1/00     12/8/00    12/15/00    12/22/00     1/3/01       1/10/01     1/17/01      1/24/01      1/31/01  2/7/01 


IDR/USD 


■IHSG 


Source:  Pacific  Exchange  Rate  Service 


22  THE  INDONESIAN  QUARTERLY,  Vol.  XXIX/2001 .  No.  1 

Figure  1. 


INDONESIA:  MO  DAN  SBI  RATES 


20CX)  wk  2  wk  3  wk  4  Oct  wk  2  wk  3  wk  4  Nov  wk2  wk3wk4  Dec  wk2  Wk3  wk4  2001  wk2wk3wk4  Febwk2 
Sep  wkl  wkl  wk1  Jan  wkl 


 MO  SBI  Rates 

Source:  Bank  Indonesia,  Indonesian  F/V?  a /7C/a/5f a  f/5f/c5,  various  issues. 

policies.  The  US  has  lowered  its  interest 
rates  and  the  US  Dollar  faces  a  downward 
pressure.  This  may  help  to  ease  the  pres- 
sure on  the  Rupiah,  thereby  lessening  the 
necessity  of  having  a  higher  domestic  in- 
terest rate. 

But  the  monetary  authority  is  still  facing 
a  mounting  challenge  ahead.  Continuing 
political  uncertainty  and  high  country  risk 
would  lead  to  strong  pressures  for  higher 
interest  rates.  But  we  predict  that  the  mon- 
etary authority  would  continue  to  face  a 
'glass  ceiling'  on  the  interest  rate.  In  other 
words,  base  money  seems  likely  to  grow 
faster  than  the  targeted  rate,  which  in  turn 
leads  to  pressures  for  inflation  and  currency 
depreciation. 

Credit  Growth:  Some  Positive  Signs 

Total  outstanding  credit  in  commercial 
banks  grew  by  19.5%  (y-o-y)  in  December 


2000,  with  manufacturing  (26.4%)  and  min- 
ing (26.7%)  leading  the  way.  While  this  fact 
tends  to  show  some  investment  recovery, 
the  recent  increase  in  credit  growth  is  ac- 
tually attributed  to  some  successful  loan 
restructuring  by  IBRA.  The  latter  has  re- 
structured some  bad  loans  -amounting  to 
US$1 20  million  in  the  second  half  of  2000- 
and  returned  the  restructured  loans  back 
to  corresponding  banks  to  be  managed, 
in  exchange  for  some  government  bonds. 
But  there  are  also  some  signs  indicating 
that  banks  have  started  providing  more 
loans  to  the  healthy  sectors  of  the  eco- 
nomy. 

The  big  question  now  is:  can  credit 
growth  be  sustained?  Despite  overall  ne- 
gative investment  sentiments,  recent  data 
on  credit  growth  show  that  banks  are  will- 
ing to  lend  to  competitive  and  healthy  sec- 
tors. But  the  prospects  for  exports  are  also 
declining  and  much  of  credit  growth  -as  a 
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lead  to  inflationary  pressure,  and  combined 
with  continuing  political  uncertainty,  there 
would  be  greater  pressure  for  tight  money 
policy.  But  then,  higher  interest  rate  would 
lead  to  various  problems  that  were  discus- 
sed in  previous  section.  Therefore,  we  pre- 
dict that  inflation  would  be  around  8-10% 
in  2001.  This  is  higher  than  the  core  in- 
flation targeted  by  the  central  bank  at  4 
to  6%,  even  with  additional  2  to  2.5%  in- 
flation due  to  changes  in  government  pol- 
icies on  income  and  administrative  prices 
(such  as,  fuel  price  increase). 

In  terms  of  exchange  rate  policies,  Bl 
has  eliminated  offshore  speculation  as  a 
source  of  the  volatility  of  the  Ruplah.  But 
this  only  had  short-term  effects.  First,  it 
would  not  prevent  the  possible  speculative 
attacks  coming  from  within  the  country 
itself.  Second,  it  does  not  solve  the  fund- 
amental and  political  factors  that  led  to  cur- 
rency depreciation.  The  hope  for  a  stable 
and  higher  exchange  rate  will  depend  on 
the  inflow  of  capital  in  the  medium  and 
long  run.  But  with  the  difficult  political 
situation  and  the  continued  slow  reform 
process,  as  reflected  by  unfavourable  re- 
views both  by  the  IMF  and  the  World  Bank 
recently,  significant  capital  inflows  are  not 
likely  to  happen.  As  a  result,  the  Ruplah 
exchange  rate  would  remain  weak  at  around 
Rp.  9,000-Rp.  9,500  in  the  r^ext  several 
months. 

FISCAL  DEVELOPMENTS 

The  2001  Budget  Approved 

The  government  and  the  House  of  Rep- 
resentative finally  reached  an  agreement  on 
the  state  budget  in  2001  with  some  re- 


visions. These  revisions  Involve  changes 
in  the  basic  assumptions.  First,  economic 
growth  and  inflation  were  revised  to  5% 
and  7.2%,  from  previously  4.5%  and  7%. 
Second,  the  oil  price  and  exchange  rate 
are  US$24/barrel  and  Rp.7,800/US$  instead 
of  US$22/barrel  and  Rp.7,300/US$.  Third, 
the  three-month  SBI  interest  rate  was  re- 
vised from  11%  to  11.5%.  The  changes  in 
assumptions  led  to  changes  in  both  gov- 
ernment revenues  and  expenditures.  Total 
government  revenues  increased  to  Rp. 
263.2  trillion,  from  previously  Rp.243  tril- 
lion. Meanwhile,  total  experiditure  also 
increased  to  Rp315.7  trillion  from  Rp. 
295.1  trillicn.  This  makes  the  budget  de- 
ficit basically  unchanged  at  Rp.52.5  tril- 
lion or  3.7%  of  CDP.  Meanwhile^  the  gov- 
ernment revised  its  plan  in  financing 
the  deficit  by  raising  the  target  of  pri- 
vatization from. Rp.5  trillion  to  Rp.6.5  tril- 
lion to  catch  up  with  the  slow  performance 
last  year. 

Serious  Question  on  Fiscal  Susta- 
inability 

While  short-run  fiscal  sustainability  in 
2001  seems  to  be  secured  due  to  high  oil 
prices,  recent  developments  raised  our  con- 
cern that  the  sustainability  could  be  in  jeo- 
pardy. First,  the  currently  difficult  relation 
with  the  IMF  could  lead  to  serious  fiscal 
consequences.  The  fund  from  the  IMF  is 
actually  not  an  issue,  partly  because  it  is 
not  part  of  the  government  budget  and  is 
kept  in  the  central  bank  as  part  of  reserves. 
What  is  at  stake  is  the  credibility  of  the  gov- 
ernment in  carrying  out  economic  reforms. 
If  there  is  a  breakdown  with  the  IMF,  the 
flow  of  external  funds,  including  the  new 
loans  from  the  World  Bank  and  the  Asian 
Development  bank,  will  likely  be  reduced 
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closure  of  offshore  Rupiah  market 
would  not  halt  speculative  attacks  on 
Rupiah  because  the  speculation  might 
even  come  from  the  onshore  market  this 
time. 

The  decision  to  curb  offshore  trading 
of  the  Rupiah  had  some  positive  short- 
term  effects  on  the  stock  market.  By  the 
beginning  of  February  foreign  capital  po- 
ured in  to  buy  up  shares  as  offshore  in- 
vestors diverted  their  Rupiah  holding  into 
the  local  stock  market.  In  addition,  locals 
also  seemed  to  bring  back  Rupiah  over- 
seas holdings  via  foreign  stock  broker- 
ages. As  a  result,  the  index  rose  to  460 
points  for  a  couple  of  days  before  return- 
ing to  a  low  424  points  again.  The  recent 
decline  shows  that  the  stock  market 
seems  to  be  only  the  temporary  place 
of  this  incoming  Rupiah  from  overseas. 
Funds  move  to  somewhere  else,  after 
benefiting  from  some  capital  gain,  to  other 
assets  including  foreign  currency.  In  the 
past  three  months  the  index  did  not  de- 
viate much  from  the  low  of  404  points 
reached  in  October  2000.  Overall,  stock 
market  trends  have  reflected  a  continued 
bad  investment  climate. 

There  are  also  conflicting  signals  be- 
tween monetary  policy  and  fiscal  policy. 
The  monetary  authority  has  tried  to  increase 
the  interest  rate  in  order  to  curb  money 
growth,  but  the  effectiveness  of  the  effort 
is  reduced  by  government's  recent  decision 
to  raise  tax  on  interest  income  (from  1 5% 
to  20%).  The  tax  will  lower  the  real  inter- 
est rate  and  induce  capital  flight.  If  com- 
mercial banks  decide  to  raise  Fnterest  rates 
to  prevent  this  from  happening,  this  will 
lead  to  a  deterioration  of  balance  sheets. 
Overall,  the  tax  and  the  possibility  of  cap- 


ital flight  might  provide  another  source  for 
the  depreciation  of  the  Rupiah.  But  It  is  not 
very  likely  that  the  government  will  im- 
pose capital  controls.  The  policy  of  capital 
control  is  not  aligned  with  the  overall  IMF 
program.  And  more  importantly,  the  con- 
trol would  only  treat  the  symptom,  but  not 
the  source  of  the  speculation  or  the  de- 
preciation Itself,  which  is  deteriorating 
economic  fundamentals  and  political  un- 
certainties. 

Monetary  Prospects 

The  key  issue  for  the  monetary  auth- 
ority In  2001  is  how  to  control  money  sup- 
ply to  prevent  the  inflation  rate  from  en- 
tering the  double-digit  zone.  As  the  ailing 
Rupiah  is  heavily  influenced  by  political 
factors  throughout  2001,  it  is  important 
to  eliminate  the  economic  sources  of  ex- 
change rate  depreciation,  including  in- 
flation and  excessive  money  growth.  Thus, 
it  is  critically  important  that  Bl  focuses 
back  on  price  stability.  Based  on  the  data 
in  the  first  quarter  of  2001,  there  is  room 
for  cautious  optimism,  as  interest  rates 
have  finally  worked  to  curb  money  growth. 
Political  pressure  for  loose  monetary  pol- 
icy remains  to  exist  as  evidenced  in  the 
continued  row  on  Bl's  independence.  Bank 
Indonesia  has  targeted  the  base  money 
growth  at  11-12%  by  the  end  of  2001, 
and  it  remains  to  be  seen  whether  this 
can  be  achieved  without  significantly  ra- 
ising the  interest  rate. 

The  short-term  prospects  for  inflation 
remain  clouded.  We  believe  that  inflation 
will  stay  close  below  the  10%  (y-o-y)  mark 
for  the  next  couple  of  months.  The  plan 
to  increase  fuel  prices  in  April  would  clearly 
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arid-gas  export  has  been  decreasing  over 
the  period  of  September  to  December  2000. 
In  fact,  the  quarterly  data  show  that  export 
fell  by  minus  1 1.3%  from  the  third  to  the 
fourth  quarter  of  the  year.  Export  growths 
of  manufacturing  commodities  such  as 
machinery,  footwear  and  garment  have 
weakened.  There  was  a  sign  of  export  re- 
surgence recently,  but  it  remains  to  be  seen 
whether  this  trend  continues  in  the  next 
several  months. 

There  are  several  possible  explanations 
for  weakening  non  oil-and-gas  exports.  As 
mentioned  in  our  last  report,  production 
seems  to  have  approached  full  capacity, 
and  there  is  little  incentive  to  channel  ex- 
cess profits  for  further  expansion  due  to 
political  uncertainty.  Another  factor  is  the 
weakening  of  the  US  and  Japan  economies, 
the  two  major  markets  for  Indonesia's  ex- 
ports. This  is  confirmed  by  the  data  show- 
ing that  the  growth  of  Indonesia's  non  oil- 
and-gas  export  to  the  US  declined  very 
sharply  in  October  and  November  2000. 


Imports 

Similar  to  exports,  total  imports  for 
year  2000  have  increased  and  reached  the 
value  of  US$33billion,  which  was  39.7% 
higher  than  the  total  imports  in  1999.  The 
increase  in  oil-and-gas  imports  was  59.7%, 
while  that  of  non  oil-and-gas  import  was 
33.7%.  Similar  to  export  performance,  Ini- 
ports  consistently  Increased  during  the 
first  three-quarters,  but  dropped  signific- 
antly in  the  last  quarter  of  2000. 

After  experiencing  a  sharp  increase  in 
the  period  of  June  to  August,  imports  of 
intermediate  and  capital  goods  have  levelled 
off  in  the  fourth  quarter  of  2000.  There 
wa.s  even  some  declining  trend  in  October 
and  November.  Most  of  these  imports  are 
the  inputs  of  the  export  sectors,  and  the 
trend  seems  to  support  our  argument  that 
there  was  a  capacity  constraint  in  the  pro- 
duction side.  The  imports  of  consumption 
goods  continued  to  be  strong  towards  the 
end  of  the  year  because  of  higher  consump 
tion  demand  during  the  holiday  seasons. 


Figure  4 
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significantly.  Second,  the  World  Bank  re- 
cently decided  to  reduce  the  size  of  its  loan 
commitments  to  Indonesia  by  more  than 
^  two-third  for  the  next  several  years,  and 
this  clearly  erodes  fiscal  sustainability  in 
the  coming  years. 

BALANCE  OF  PAYNtlSTT 

Current  Account:  Weakening  Exports 
and  Imports 

Exports 

Indonesia's  export  performance  has  been 
encouraging  for  the  year  2000  after  disais- 
pointing  performances  in  1998  and  1999. 
Exports  have  been  increasing  since  the  first 
quarter  of  2000  and  reached  the  total  value 
of  more  than  US$62  billion  by  the  end  of 
the  year.  Total  value  of  exports  increased 
by  27.4%  from  1999  to  2000,  which  con- 
sists of  a  45.39%  increase  in  oil-and-gas 
exports  and  a  22.9%  increase  in  non  oil- 
and-gas  exports.  High  oil  prices  clearly 

Figure  3 
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contributed  to  the  sharp  increase  in  oil 
and  gas  exports,  while  increasing  util- 
ization of  production  capacity  (which  was 
idle  during  the  economic  crisis),  high  ex- 
port demand  from  overseas,  and  compet- 
itive exchange  rates  are  the  main  factors 
behind  the  strong  non  oil-and-gas  export 
performance. 

The  manufacturing  sectors  contributed 
to  around  90%  of  the  total  non  oil-and-gas 
export  in  2000.  In  terms  of  commodities, 
machinery  (including  mechanical  and  elec- 
tronics), wood  products,  garment,  footwear 
and  home  appliances  are  the  major  contri- 
butors. Meanwhile,  agriculture  commodities 
experience  a  slow-and-declining  trend  in 
their  export  value  throughout  2000  due  to 
declining  international  prices  of  agriculture 
commodities. 

There  are  some  worrying  signs  that 
raised  our  concerns  over  the  sustainability 
of  exports  in  2001.  The  Value  of  non  oil- 
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was  only  one  labour  union  recognized  and 
accepted  by  the  government.  The  demo- 
cratization process  has  brought  a  liberal 
environment  for  the  labour  movement,  but 
unfortunately  there  is  not  yet  a  clear  rule 
of  the  game  for  industrial  relations.  Clearly 
this  has  led  to  great  uncertainty  and  high 
transaction  costs. 

The  House  of  Representatives  speeds 
up  the  deliberation  of  labour  bills  in  a  bid 
to  mend  the  country's  poor  labour  con- 
dition, to  settle  the  increasing  number  of 
industrial  disputes,  and  to  reduce  uncerta- 
inties. This  is  a  revision  of  contrgversial 
labour  bills  that  were  passed  two  years 
ago.  Among  others,  the  bill  would  include 
the  procedure  of  labour  disputes  settle- 
ment, something  that  is  desperately  needed. 
But  It  Is  expected  that  the  new  bill  will  not 
be  passed  before  April  2001.  Even  aftier 
the  bill  is  passed,  we  predict  that  labour 
problems  would  continue,  because  of  en- 
forcement problems  due  to  the  weak  over- 
all legal  system  in  the  country. 

DIFFICULT  RELATION  WITH  IMF 

High-level  talks  between  the  govern- 
ment, led  by  Chief  Economic  Minister  Rizal 
Ramli,  and  the  international  Monetary  Fund 
in  Washington  on  Wednesday  (22  Febru- 
ary 2001)  failed  to  produce  enough  pro- 
gress to  break  the  deadlock  that  has  frozen 
crucial  IMF  lending  to  Indonesia.  Last  De- 
cember, the  fund  delayed  its  US$400  mil- 
lion loan  transfer  (part  of  a  total  US$5  bil- 
lion package)  to  February.  The  IMF  offi- 
cials stated  that  there  had  been  several  pol- 
icies the  government  should  explain  before 
the  loan  disbursed.  But  the  postponement 
of  the  debate  on  Central  Bank  Law  amend- 
ment process  to  1 2  March  could  further  de- 


lay IMF's  disbursement.  This  friction  also 
delayed  the  review  of  the  last  Lol  (Letter 
of  Intent),  which  was  initially  scheduled  for 
early  February  2001. 

IBRA'S  REVENUE  TARGET  FOR  YEAR 
2000  AND  YEAR  2001 

IBRA  has  successfully  achieved  the 
target  set  for  the  year  2000  for  the  remitt- 
ance of  Rp.20.7  trillion  to  the  Ministry 
of  Finance.  In  the  draft  of  the  state  bud- 
get (RAPBN)  for  2001,  IBRA  Is  targeted 
to  contribute  Rp.27  trillion  (In  cash)  and 
Rp.lO  trillion  (in  bonds)  to  the  state  re- 
venuies.  To  meet  the  target,  Asset  Manage- 
ment Credit  (AMC)  Is  expected  to  contri- 
bute Rp.12.2  trillion,  Asset  Management 
Investment  (AMI)  Rp,9,9  trillion,  Bank  Re- 
structuring Unit  (BRU)  Rp.3,6  trillion, 
and  Rp,l,3  trillion  of  premium  from  the 
government  guarantee  program. 

By  the  end  of  2000,  IBRA  has  signed 
memoranda  of  understandings  (MoUs)  with 
21  largest  debtors  on  loan  restructuring 
program.  On  this  account,  IBRA  has  re- 
structured 89%  of  the  debtors'  overall 
loan  portfolios  with  a  total  nominal  value 
of  Rp.88.5  trillion. 

IBRA'S  LOANS  SALE 

IBRA  has  been  quite  successful  in  sell- 
ing corporate  loans  in  its  possession  dur- 
ing 2000.  The  first  batch  of  IBRA's  sale  of 
corporate  loans  was  completed  on  30  June 
2000,  with  a  sale  value  of  Rp.680  billion. 
Winners  of  the  tender  were  Smith  Barney- 
Cjtibank  Consortium,  BCA  and  Hammers 
Rui. 

On  20  December  2000,  IBRA  concluded 
its  second  batch  of  corporate  loans  sale. 
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Capital  Account:  Capital  Outflow  Contin- 
ues 

The  latest  data  on  capital  account  in  No- 
vember 2000  shows  continuing  deficits  from 
the  first  to  the  third  quarter  of  2000,  mean- 
ing that  capital  outflow  still  took  place  up 
to  the  late  of  2000,  three  years  after  the 
crisis  started.  The  central  bank  has  been 
very  late  in  publishing  the  official  balance 
of  payment  data  (the  latest  was  second 
quarter  of  2000),  and  we  are  speculating  that 
there  is  still  massive  capital  outflow  taking 
place  up  to  early  2001. 

One  investment  indicator-is  the  amount 
of  FDI  approved  by  the  government,  even 
though  the  data  on  realized  FDI  is  not 
readily  available.  The  total  value  of  FDI 
approved  by  the  government  in  2000  in- 
creased by  123%  compared  to  that  in  1999. 
However,  the  growth  occurred  largely  only 
in  the  first  quarter  of  the  year.  The  per- 
formance in  the  fourth  quarter  of  2000 
was  quite  disappointing. 

The  negative  investment  climate  will 
continue  in  2001  as  a  result  of  the  contri- 
buting factors  that  include:  (1)  political  in- 
stability and  security  problems;  (2)  the 
fluctuation  of  the  Rupiah;  (3)  inadequate 
infrastructure,  as  well  as  concern  about  lack 
of  electricity  supply;  (4)  unclear  implement- 
ation of  regional  autonomy;  (5)  unclear  rule 
on  labour  relation,  particularly  since  labour 
repression  was  lifted;  (6)  some  anti  foreign 
investment  sentiments  and  regulations; 
and,  (7)  high  "unexpected"  and  "informal" 
cost  in  the  form  of  donations  to  many  or- 
ganizations. 

LABOUR  ISSUES 

Labour  related  problems  could  be  pre- 
dicted to  become  very  important  and  dif- 


Table  3 

PRIVATE  CAPITAL  FLOWS 


Items 

Ql 

Q2 

Q3*) 

Net  Official  Capital 

1.284 

814 

660 

Net  Private  Capital 

-1.951 

-2.812 

-2.193 

Total 

-667 

-1998 

-1  533 

Source:  In  tern  ational  Monetary  Fund's  Dis- 
semination Standards  Bulletin  Board  (DSBB). 


ficult  issues  in  2001  and  beyond.  Minimum 
wages  had  increased  drastically  for  the  last 
two  years,  by  around  30%  on  average  from 

1999  to  2000,  and  then  another  30%  from 

2000  to  2001.  Because  inflation  had  been 
very  low  at  less  than  1  5%  for  the  last  two 
years,  a  drastic  increase  in  the  nominal 
minimum  wage  could  lead  to  drastic  jump 
in  real  wages.  On  the  other  hand,  the  growth 
of  labour  productivity  is  expected  to  be 
slow  due  to  the  low  rate  of  overall  eco- 
nomic growth.  Indonesia's  competitive- 
ness in  the  international  market  could  de- 
teriorate when  labour  becomes  more  ex- 
pensive and  labour  productivity  cannot 
keep  up  with  the  increasing  real  wage. 

But  the  crux  of  labour  problems  is  not 
the  labourer,  not  the  wages,  but  the  break- 
down of  labour  relations.  This  creates 
massive  uncertainty  in  dealing  with  lab- 
our disputes,  strikes,  and  settlements.  In 
fact,  this  is  the  real  problem  behind  the 
threats  made  by  many  export-oriehted  in- 
dustries to  re-locate  their  business  to  other 
countries  due  to  theirfear  of  rampant  labour 
disputes.  Under  President  Soeharto.  the 
government  and  firms  dominated  labour 
relations,  and  sometimes  there  was  even 
an  intervention  from  the  military  and  pol- 
ice in  settling  labour  disputes.  Labour 
movements  were  suppressed,  and  there 
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INTRODUCTION 

ECONOMISTS  and  policy  makers  in 
Indonesia  have  long  been  engaged 
in  a  debate  on  competition  policy 
before  the  competition  law  was  enacted 
and  the  competition  ^.ommission  was  es- 
tablished. As  a  result  of  the  debate  there 
emerge  two  diverging  views.  In  the  first 
view,  the  high  level  of  concentration  and 
profits  are  interpreted  as  indicators  of 
the  presence  of  market  power  and  abuse 
of  market  power,  where  as  in  the  second 
view  both  concentration  and  profits  are 
taken  as  measures  of  a  firm's  success. 
Only  when  a  firm  is  efficient  or  innovative 
does  it  become  profitable  to  expand  its 
market  share  and  increase  market  con- 
centration. These  views  are  evident  if  we 
compare  the  preliminary  draft  of  Indone- 
sia's competition  law,  which  has  .a  strong 
structural  flavor  and  the  final  draft  of 
the  law,  which  recognizes  both  the  struc- 
tural and  efficiency  elements  of  market 
power. 

These  diverging  views  in  evaluating 
market  performance  consequently  lead  to 
different  policy  prescriptions  for  business. 
The  first  view  perceives  competition  policy 


as  an  instrument  against  big  conglome- 
rates. There  is  even  a  view  that  competit- 
ion policy  can  be  used  to  distribute  wealth 
through  de-concentration  and  to  protect 
small  businesses.  The  second  recognizes 
"Schumpeterian  trade-ofr  with  larger  firms 
reaping  efficiency  gains  from  economies  of 
scale,  and  therefore  able  to  out-compete 
smaller  ones.  According  to  this  view,  blan- 
ket de-concentration  policies  are  not  ap- 
propriate, because  they  ignore  possible 
efficiencies  of  large-scale  operation. 

The  primary  purpose  of  this  paper  is 
to  evaluate  which  of  these  two  contested 
views  is  more  appropriate  in  the  context 
of  Indonesia.  More  specifically,  the  paper, 
attempts  to  test  empirically  the  validity  of 
both  the  structural  and  efficiency  hypo- 
thesis in  Indonesian  manufacturing  indus- 
try. The  paper  also  presents  a  survey  lit- 
erature survey  on  these  two  paradigms, 
and  major  hypotheses  concerning  the 
determinants  of  market  performance. 
Following  an  explanation  on  the  database 
used  and  some  methodological  issues, 
discussions  on  some  major  empirical  re- 
sults and  their  policy  implications  are  pre- 
sented in  the  latter  part. 
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Jhe"  corporate  loan  portfolios  sola  origin- 
ated from  1 5  companies  and  consist  of  loan 
portfolios  in  US$  and  Rupiah,  with  a  total 
value  of  US$204  million  and  Rp.304  tril- 
lion, respectively.  During  2000,  IBRA  had 
completed  three  batches  of  sales  of  loans 
below  Rp.5  billion,  with  total  bids  amount- 
ing to  Rp.1.3  trillion.  The  undertaking  had 
thus  been  completed  well  in  advance  of 
the  target  date  of  December  2000  as  set  in 
the  Letter  of  intent  (Lol). 


In  2001 ,  IBRA  will  focus  its  debt  restruc- 
turing efforts  on  the  50  largest  debtor 
groups  that  cover  625  debtors  with  a  total 
loan  portfolio  of  Rp.l 30.05  trillion.  As  of 
17  January  2001,  some  67.03%  of  the  loan 
portfolios  within  the  group  were  being 
restructured.  As  part  of  its  effort  to  incre- 
ase the  transparency  of  its  debt-restruc- 
turing program,  IBRA  will  routinely  con- 
duct press  conferences  to  inform  the  pub- 
lic on  the  progress  of  the  program. 
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THE  SOURCES  MARKET  PERFORMANCE  IN  INDONESIA 

•  >  In  a  competitive  industry  that  is  com- 

posed of  many  identical  firms,  the  quan- 
tity demanded  equals  the  quantity  sup- 
plied at  a  price  above  or  below  marginal 
.  cost  in  the  short  run.  In  the  long  run, 
firms  operating  in  a  competitive  industry 
are  able  to  earn  only  a  normal  rate  of 
return  on  their  investment. 

•  In  a  monopoly,  price  exceeds  marginal 
costs.  Profits  in  the  short  run  can  be 
either  positive  or  negative,  and  can  be 
zero  or  positive  in  the  long  run.  In  a 
monopolistic  competition,  the  market 
has  elements  of  both  monopoly  and 
perfect  competition.  Like  a  monopoly, 
the  firm  has  a  significant  amount  of 
market  power  by  virtue  of  the  differ- 
entiation of  its  product.  But  like  a 
competitive  market,  the  firm  has  many 
rivals  in  the  short  run,  compounded 
by  the  free  entry  of  new  firms  in  the 
long  run.  As  a  result,  profits  in  the 
short  run  can  be  either  positive  or 
negative,  and  long  run  profits  must 
equal  zero. 

•  In  an  oligopoly,  firms  can  set  price 
above  marginal  cost  by  tacit  or  overt 
collusion.  Moreover,  their  profits  are 
not  necessarily  driven  to  zero  in  the 
long  run  because  of  some  long  run  bar- 
rier to  the  entry. 

.  The  simplest  version  of  the  SCP  frame- 
work of  industrial  analysis,  as  presented  in 
Table  1 ,  shows  that  market  structure  deter- 
mines the  behavior  of  the  firms  in  the  mar- 
ket, and  the  behavior  of  firms  determines 
market  performance. 

The  existence  of  excess  profit  (as  shown 
in  Table  1  by  positive  long  run  profits  In 
monopoly  and  oligopoly)  is  the  reason 
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Tabic  1 

PREDICTIONS  BASED  ON  MARKET 
STRUCTURE 


P-MC 

■  ir 

"■Ir 

Competition 

0 

+  or  - 

0 

Monopolistic 
competition 

+ 

+  or- 

0 

/Wonopoiy 

+ 

+  or  - 

+  (or  0) 

Oligopoly 

+  or  - 

+  (or  0) 

P  =  .price,  MC  =  marginal  cost  (short  run), 
jc  =  profits  (with  subscripts  indicating  short 
run  or  long  run) 


why  firms  seek  to  acquire  and  maintain 
market  power.  To  be  able  to  earn  positive 
profits  in  the  long  run,  a  firm(s)  should 
erect  barrier  to  entry  because  free  entry 
guarantees  that  long  run  profits  equal 
zero. 

EVIDENCE  ON  SCP  PARADIGM 

A  large  number  of  empirical  studies  on 
the  relationship  between  structure  and  per- 
formance have  been  carried  out  at  both 
the  industrial  and  firm  levels  to  show  the- 
SCP  reladonship.  Most  industry  level 
studies  showed  a  strong  positive  effect 
of  advertising  on  price  cost  margin,  with 
weaker  positive  effects  for  market  concen- 
tration and  economic  of  scale.  Firm  level 
study  indicated  that  that  market  share  has 
a  large  positive  effect  on  the  firm's  Tate  of 
return.  However,  firm  level  studies  sug- 
gested that  the  effect  of  concentration  on 
firm  profitability  is  relatively  small. 

Some  of  the  Influehtlal  works  using 
SCP  approach  began  from  Joe  Bain's  work 
in  1956.  Some  other  econometric  studies 
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BACKGROUND 

There  are  at  least  two  schools  of  thought 
that  have  long  contested  the  analysis  of 
•>  firm  behavior.  The  first  group,  the  Struc- 
ture^ Conduct  Performance  (SCP)  school, 
considers  private  exercise  of  market  power 
as  a  persistent  fieature  of  many  markets. 
Market  power  can  be  exercised  in  such  a 
way  as  to  limit  competition  with  the  ultimate 
aim  of  enabling  holder(s)  to  exploit  users 
by  charging  a  price  which  is  higher  than 
the  lowest  average  costs  resulting  in  wel- 
fare loss.  Moreover,  the  SCP  theory  tends 
to  conclude  that  higher  market  concen- 
tration make  it  easier  for  a  firm  to  exercise 
market  power,  resulting  in  high  profits  or 
margins  which  indicate  poor  market  perfor- 
mance (that  is,  consumers  pay  excessively 
high  prices). 

The  second  group,  the  Chicago  school, 
gives  a  different  interpretation  of  a  link  be- 
tween profit  performance  and  concentra- 
Won.  It  argues  that  one  should  not  jump 
to  the  conclusion  that  high  profits  indic- 
ate poor  market  performance.  Conver- 
sely, an  efficient  or  innovative  firm  attracts 
consumer,  either  through  lower  prices  or 
better  products  resulting  in  higher  profits 
and  market  shares.  In  other  words,  this 
school  of  thought  suggests  that  a  firm's 
success  measured  both  by  its  profits  and 
its  market-share  would  indicate  consumer 
satisfaction,  not  poor  performance. 

The  SCP  approach  is  supported  by  ex- 
tensive empirical  works  both  at  the  indus- 
trial and  firm  levels,  while  the  Chicago 
school  relies  heavily  on  a  theoretical  ap- 
proach. However,  a  number  of  studies  have 
attempted  to  contest  the  two  schools  of 
thought  in  explaining  why  market  perform- 
ance differs  across  industries. 


STRUCTURE-CONDUCT-PERFOR- 
MANCE (SCP) 

The  SCP  framework  postulates  a  causal 
relationship  between  the  structure  of  a  mar- 
ket, the  conduct  of  firms  in  that  market 
and  economic  performance.  It  has  been 
used  to  provide  the  theoretical  justificat- 
ion for  competition  policy. 

•  Market  structure  describes  the  charac- 
teristics and  composition  of  markets 
and  industries  in  an  economy.  The  ele- 
ments of  market  structure  are  the  num- 
ber and  size  distribution  of  buyers  and 
sellers  (market  concentration),  product 
differentiation  and  entry  barriers. 

•  Conducts  refer  to  the  behavior  (actions) 
of  the  firms  in  a  market;  to  the  decisions 
firms  make  and  to  the  way  in  which  de- 
cisions are  taken.  It  focuses  on  how 
firms  set  prices,  whether  independently 
or  in  collusion  with  others  in  the  mar- 
ket. How  firms  decide  on  their  advertis- 
ing and  research  budgets,  and  how 
much  expenditure  is  devoted  to  these 
activities,  are  also  typical  considerat- 
ions. Firm  conduct  would  not  be  import- 
ant in  a  perfect  competition,  as  each  firm 
has  to  sell  its  products  at  market  price. 
In  this  case,  a  firm  has  no  incentive  to 
advertise,  to  react  to  what  rivals  do  or 
to  attempt  to  discourage  entry. 

•  Market  performance  refers  to  the  suc- 
cess of  a  market  in  producing  benefits 
for  consumers,  as  occurs,  for  example, 
in  the  case  of  low  prices. 

This  school  of  thought  predicts  the  re- 
lationship between  price  and  marginal  cost 
and  the  existence  and  persistence  of  ex- 
cess economic  profits  (with  the  associ- 
ated welfare  loss)  depending  on  the  mar- 
ket structure. 
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EFFICIENCY  AND  MARKET  POWER 

Demsetz  (1973)  argued  that  large  firms 
with  cost  advantages  would  have  higher 
rate  of  returns  compared  to  small  firms 
because  their  costs  are  lower,  not  because 
they  are  able  to  hold  the  price  above  the 
level  needed  to  cover  the  cost  of  smaller, 
less  efficient  firms.  He  further  hypothes- 
ized that  market  concentration  and  high 
rates  of  return  both  result  from  greater 
efficiency  of  large-scale  operation  in  some 
industries.  The  positive  relationship  be- 
tween market  concentration  and  rate  of 
return  does  not  (need  not  indicate)  tacit 
or  overt  collusion. 

The  logic  behind  the  efficiency  hypo- 
thesis is  that  more  efficient  firms  will  have 
larger  rates  of  return  because  their  effici- 
ency. A  firm  will  choose  to  exercise  less 
market  power,  as  it  becomes  more  efficient. 
A  firm  that  can  lower  unit  cost  by  expand- 
ing output  will  take  a  lower  price,  in  order 
to  sell  more,  so  it  can  get  the  benefit  of 
lower  cost  per  unit.  Suppose  a  monopol- 
ist discovers  a  new  technology  that  can 
drive  down  its  cost.  Then  it  will  increase 
output  and  lower  price  as  costs  fall  to 
maximize  profit. 

However,  the  most  extreme  form  of  the 
efficiency  hypothesis-that  high  profits  re- 
flect efficiency  and  only  efficiency-was  not 
supported  by  empirical  studies.  Other  stu- 
dies assessing  whether  a  high  profit  mar- 
gin was  a  result  of  market  power  or  effici- 
ency showed  that  it  Is  positively  correlated 
with  productivity  which  is  consistent  with 
the  efficiency  explanation  of  market  power 
was  well  as  with  market  share,  which  is 
consistent  with  SCP  approach.  The  con- 


centration-profitability relationship  reflects 
both  market  power  and  efficiency  in  an  un- 
certain combination. 

CONTESTABLE  MARKET  AND  OTHER 
MODELS 

It  is  difficult  to  monopolize  because  ex- 
cess profits  attract  new  entrants  provided 
that  the  costs  of  entry  are  low.  Firms  will 
not  be  able  reap  to  the  excess  profit  in  the 
long  run  because  new  comers  will  enter 
the  market.  Baumol  (1982)  showed  that  in 
a  contestable  market,  a  particular  rriarket 
structure  does  not  necessarily  equate  with 
a  particular  type  of  performance. 

In  Table  1  it  is  shown  that  oligopolistic 
market  structure  results  in  positive  profit 
in  the  long  run.  The  small  number  of  firms 
in  oligopolistic  market  makes  it  easier  for 
the  firms  to  collude  tacitly  or  overtly.  How- 
ever, as  shown  by  the  experience  of  the 
largest  cartel,  OPEG,  the  cartel  tends  to 
break  down  in  the  long  run  because  the  in- 
centive to  cheat  among  the  cartel  members 
is  high.  In  other  oligopoly  model  in  which 
firms  set  prices  rather  than  output,  the 
equilibrium  is  similar  to  competitive  equi- 
librium. 

The  dominant  firm  model  shows  that 
the  large  firm(s)  will  have  higher  profit  rates 
compared  to  that  of  the  fringe  firms.  How- 
ever, to  be  able  to  enjoy  the  dominant  pos- 
ition, a  firm  needs  to  have  much  lower  costs 
than  the  fringe  firms.  Other  models,  such 
as  predatory  pricing  go  directly  to  the 
pricing  behavior  of  firms.  However,  as 
long  as  entry  and  exit  barriers  are  low,  this 
type  of  pricing  behavior  to  deter  entry  or 
to  force  Incumbents  to  leave  the  market  is 
very  costly. 
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at  industrial  and  firm  level  followed  such 
as  Collins  and  Preston  (1969),  Strickland 
and  Weiss  (1976)  and  Shepperd  (1972). 
Bain  tested  the  influence  of  entry  conditions 
and  marl<et  concentration  on  market  power. 
He  used  price  cost  margins  and  profits  as 
measurement  of  market  power.  He  expected 
entry  barriers  and  concentration  benefit 
primarily  the  largest  firms  in  an  industry. 
He  found  that  large  firms  in  industries  with 
very  high  barriers  to  entry  generally  earn 
higher  rates  of  return  than  large  firms  in 
industries  with  either  substantial  or  mod- 
erate to  low  entry  barriers.  Higher  barriers 
to  entry  are  associated  with  greater  large- 
firm  profitability.  There  is  a  general  pos- 
itive effect  of  market  concentration  on  pro- 
fitability. The  finding  suggested  that  con- 
centration would  allow  collusion,  tacit  or 
otherwise  and  that  collusion  would  gen- 
erate excess  profit  for  large  firms  if  entry 
barriers  were  sufficiently  high. 

Collins  and  Preston  produced  an  econo- 
metric industry  study  on  the  SCP  relation- 
ship. He  found  that  for  consumer  good  in- 
dustries, the  coefficient  of  the  concentra- 
tion ratio  is  large  and  statistically  signific- 
ant while  for  producer  (where  barrier  to 
entry  is  lower)  is  smaller  and  much  less 
significant  in  a  statistical  sense.  Strickland 
and  Weiss  showed  the  importance  of  pro- 
duct differentiation  in  determining  price 
cost  margins.  He  also  found  an  impact  of 
concentration  on  price  cost  margins,  but 
only  half  the  size  the  effect  estimated 
by  Collins  and  Preston.  Shepperd  under- 
took firm  level  study  to  assess  the  SCP 
.relationship.  Using  firm  level  data,  he 
assessed  the  effect  of  changes  in  market 
share  (which  is  one  of  the  critical  struc- 


tural determinants  of  the  degree  of  mar- 
ket power),  rather  than  market  concen- 
tration, on  market  performance.  He  used 
profit,  as  a  percentage  of  stockholders' 
equity  as  a  measure  of  profitability.  The 
main  result  is  that  market  share  has  a 
large  positive  effect  on  the  firm's  rate 
of  return.  He  also  found  that  the  effect 
of  concentration  on  firm  profitability  is  re- 
latively small  suggesting  that  the  positive 
effect  of  market  concentration  on  market 
profitability  revealed  from  the  industry 
level  studies,  reflects  the  firm  level  effect 
of  market  share  on  firm  profitability. 

Criticism  on  SCP  Approach 

In  reality,  the  relationship  between  struc- 
ture, conduct  and  performance  is  not  al- 
ways a  one-way  relationship.  Structure  and 
conduct  are  both  determined,  in  part  by  un- 
derlying demand  condition  and  technology. 
Structure  affects  conduct,  but  conduct  also 
affect  structure.  For  example,  mergers  di- 
rectly affect  the  number  and  size  distribu- 
tion of  firms  in  the  market,  innovation  and 
advertising  may  raise  entry  barriers  and 
predatory  pricing  could  force  competitors 
out  of  the  market.  Performance  is  not  always 
thiB  end  result,  since  it  also  has  feedback 
on  structure. 

Secondly,  the  commonly  observed  im- 
pact of  market  share  and  market  concen- 
tration on  rates  of  return  might  not  be 
because  the  private  exercise  of  market 
power  but  it  might  be  because  greater 
efficiency  of  firm.  We  argued  that  the  SCP 
approach  alone  cannot  give  a  complete 
story  as  It  tends  to  ignore  cost  differences 
among  firms  as  one  determinant  of  per- 
formance. 
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while  estimation  of  1993  represented  the 
post  deregulation  period.  His  estimations 
for' foreign  trade-adjusted  CR4  interacted 
with  ERP  indicated  that  concentrated  in- 
dustries with  high  trade  protection  tend 
to  have  higher  profit  margin  than  those 
with  low  trade  protection.  This  relation 
was  weaker  in  1993  estimation  than  in 
1985  estimation.  The  results  suggested 
a  direct  relation  between  trade  policy  re- 
form and  competition.  T|ie  reform  would 
increase  the  degree  of  import  competition 
in  concentrated  industries,  which  then 
leads  to  narrowing  the  profit  margin  In 
such  industries. 

Even  though  it  was  not  a  direct  test  on 
the  efficiency  hypothesis,  Aswicahyono 
(1999)  was  considered  as  the  first  study 
that  of  the  analyze  impact  of  competition 
on  industrial  performance.  The  study  in- 
cluded domestic  competition  as  one  of 
the  determinant  of  total  factor  productivity 
growth  (TFPG)  in  Indonesian  manufactur 
ing  industries.  It  used  two  measures  of 
competition,  CR4  and  market  turnover. 
iVIore  specifically,  the  study  tested  CR4 
and  the  instability  index  on  TFPG  for 
three  digit  industries  over  the  period  of 
1975  to  1993.  The  result  showed  posit- 
ive and  significant  relationships  of  both 
variables  to  TFPG.  For  CR4,  Aswicahyono 
argued  that  the  firm  with  economies  of 
scale  could  have  an  efficiency  gain  and 
therefore  could  lead  the  firm  to  a  higher 
TFPG.  Meanwhile,  the  result  on  market 
instability  index  indicated  that  higher 
competition  as  reflected  by  market  turn- 
over would  lead  to  higher  TFPG.  There- 
fore, Aswicahyono's  findings  supports  Bird's 
finding  that  CR4  is  not  a  good  measure 
of  competition. 


HYPOTHESIS 

Drawing  together  the  industrial  organ- 
ization literature  on  the  subject  and  Indo- 
nesia's industrial  experience  and  policy  re- 
gimes, we  are  now  in  a  position  to  formu- 
late some,  hypotheses  concerning  the  de- 
terminant of  market  performance  as  mea- 
sured by  price ^ost  margin.  We  focus  in 
particular  on  the  two  components  explain- 
ing inter-industry  and  inter-firm  variation 
of  market  performance-variation  in  inter- 
industry market  structure  and  variation 
in  inter-industry  and  inter-firm  product- 
ivity. 

The  first  hypothesis,  productivity  and 
market  share  are  presumed  to  affect  prjce 
cost  margin  positively.  This  is  consistent 
with  efficiency  hypothesis  that  an  efficient 
firm  attracts  consumer,  either  through 
lower  prices  or  better  products  resulting  in 
higher  profits  and  market  share.  The  se- 
cond hypothesis,  industry  concentration 
is  hypothesized  to  have  a  positive  effect  on 
price  cost' margin.  This  Is  consistent  with 
SCP  hypothesis,  which  suggests  that  all 
firms  in  an  industry  benefit  from  high  in- 
dustry concentration,  because  in  a  concen- 
trated industry  it  is  easier  to  tacitly  or  over- 
tly collude  in  rising  price  above  marginal 
costs. , 

METHODOLOGY,  DATABASE  AND 
VARIABLE  MEASUREMENT 

In  order  to  examine  the  source  of  firm's 
market  power,  whether  it  comes  from  the 
structure  of  the  industry  such  as  the  level 
of  concentratit^n,  barriers  to  entry  or  effici- 
ency, we  define  two  models  of  profitability 
that  take  into  account  the  idea  of  SCP  and 
efficiency  hypothesis. 
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wTo  conclude,  several  alternative  models 
show-  that  market  structure  does  not  ne- 
cessarily translate  into  market  power.  As 
i  long  as  the  entry  and  exit  barriers  can 
be  kept  low,  it  is  difficult  for  any  firms 
to  monopolize  an  industry. 

EMPIRICAL  STUDIES  ON  INDONESIAN 
MARKET  PERFORMANCE 

Empirical  studies  on  the  performance 
of  Indonesian  manufacturing  industries  us- 
ually employ  the  structure-conduct-perfor- 
mance (SCP)  hypothesis  as  the  basic  an- 
alytical framework.  The  recent  examples 
of  this  are  the  studies  of  Shauki  (1999) 
and  Bird  (1999).  In  his  study,  Shauki  (1999) 
Identified  the  competition  problems  in 
three  and  five  digit  manufacturing  indus- 
tries from  1980  to  1995.  He  used  com- 
binations of  market,  concentration  and 
export  performance  variables  to  measure 
the  degree  of  competition.,  Despite  the 
well-defined  finding  . in  SCP  literature  on 
market  concentration  hypothesis,  he  em- 
phasizes more  on  the  export  perform- 
ance in  analyzing  the  competition  prob- 
lem, industries  that  haye  good  export 
performance  are  said  to  be  more  com- 
petitive than  those  who  do  not. 

In  general,  he  concluded  that  thei  source 
of  anti  competition  behaviour  mainly  comes 
from  import  protection  and  government 
intervention.  Market  concentration  was  in- 
creasing in  the  period,  of  study  although 
there  was  a  decline  in  the  degree  of  effective 
rate  of  protection.  He  Interpreted  this  find- 
ing by  concluding  that  in  :fact  there  were 
still  high  import  barriers  along  that  period 
by  means  of  non-tariff  barriers.  In  other 
words,  the  movement  of  policy  In  mid- 


1980s  by  deregulation  towards  more 
outward  oriented  policy  was  not  followed 
by  the  effort  of  government  to  increase 
domestic  competition.  Government  inter- 
vention is  found  to  worsen  the  competit- 
ion by  giving  several  firms  in  several  in- 
dustries a  grant  of  monopoly  power  or 
a  right  to  form  a  cartel.  This  allows  dom- 
inant firms  in  such  industries  not  to  be- 
have competitively. 

Bird  (1999)  examined  whether  mea- 
sures of  market  concentration  are  reliable 
proxies  for  the  level  of  competition  in 
Indonesian  mainufacturing  industries.  He 
reviewed  the  evidence  on  the  impact  of 
industrial  concentration  of  102  Indonesian 
manufacturing  industries.  His  conclusion 
mainly  stated  that  measures  of  concen- 
tration are  not  reliable  meaisures  of  com- 
petition. This  happens  due  to  linkages  of 
the  Indonesian  economy  to  interna:tional 
trade.  Domestic  concentration  needs  to 
be  adjusted  for  the  foreign  trade  in  order 
to  captijre  the  real  competition  among 
industi-ies.  Moreover,  he  also  confirmed 
the  SCP  hypothesis,  in  which  competition 
is  riot  the  only  element  of  market  struc- 
ture that  could  affect  competition.  It  needs 
to  include  measures  of  barriers  to  entry 
to  have  a  broader  picture  of  competition. 

In  the  case  of  the  linkage  of  Indone- 
sian economy  to  international  trade,  he 
tested  the  impact  of  industrial  concentra- 
tion on  profitability  of  67  industries  for 
198.5  and  1993.  For  this  purpose,  he  in- 
cluded foreign  trade-adjusted  CR4  and 
foreign  trade-adjusted  CR4  interacted  with 
effective  rate  of  protection  (ERR)  as  part  of 
explanatory  variables.  Estimation  of  1985 
represented  the  pre  deregulation  period 
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we  build  an  industry  level  database  of  all 
five-digit  ISIC-classification  industries.  For 
the  second  model  estimation,  we  build 
a  pooled  cross  section  database  at  firm 
level  of  five-digit  ISIC  industries.  The  first 
database  covers  establishments  (firms) 
for  88  major  industries.  We  assign  dummy 
variables  for  each  ISIC-classification  in- 
dustry to  capture  the  different  of  firms' 
performance  across  industries.  We  esti- 
mate both  models  by  standard  OLS  es- 
timation technique. 

VARIABLE  MEASUREMENT 

•  Profitability.  As  in  empirical  literature 
of  industrial  economics,  we  use  a  com- 
mon measure  of  price  cost  margin  to 
proxy  profitability.  It  is  defined  as  a 
ratio  of  non-wage  value  added  minus  tax 
to  output.  , 

•  Marl<et  Concentration:  In  this  study, 
we  use  Hirschmann-Herfindahl  Index 
(HHI)  to  measures  market  concentration. 
HHI  is  defined  as  the  sum  squares  of  the 
firms'  sizes  in  an  industry,  in  which  sizes 
are  expressed  as  a  ratio  of  firms'  value 
added  over  the  total  output  of  the  in- 
dustry. 

•  Marl<et  Siiare:  According  to  Shepherd 
(1972),  market  share  (MS)  of  a  firm  in 
an  industry  is  referred  to  as  a  ratio  of 
its  value  added  over  the  total  output  of 
the  industry. 

•  Barriers  to  Entry.  The  literature  in  in- 
dustrial economics  mentioned  two  com- 
mon measures  of  barriers  to  entry.  These 
measures  are  capital  intensity  (CI)  and 
product  differentiation  (Al).  Following 
Bird  (1999),  and  in  regards  to  firm  level 
analysis  in  this  study,  we  define  the  CI 
as  a  ratio  of  capital  to  output.  We  proxy 


a  presence  of  product  differentiation 
conventionally  by  the  variable  of  adver- 
tising intensity  (Al).  It  is  defined  as  a 
ratio  of  advertising  expenditure  to  out- 
put of  a  firm. 

•  Trade  Performance:  We  measure  a  firm's 
trade  performance  by  employing  the 
variable  of  export  orientation  (X)  and  im- 
port penetration  (M).  Export  orientation- 
is  measured  as  a  proportion  of  output 
exported.  Import  penetration  is  defined 
as  a  ratio  of  the  value  of  import  to  out- 
put.^ 

•  Ownership  Pattern:  We  employ  two 
dummy  variables,  F  and  G,  to  proxy 
behaviours  of  firm  with  foreign  and  gov- 
ernment ownership  characteristic.  Ac- 
cording to  Aswicahyono  and  Hill  (1992) 
and  Bird  (1999),  a  firm  can  be  categ- 
orized as  having  a  foreign  or  govern- 
ment ownership  group.  F  is  equal  to 
one  if  the  ownership  group  of  a  firm 
is  foreign,  joint  venture  between  for- 
eign and  private,  government-foreign- 
private  and  government-private,  or 
zero  otherwise.  G  is  equal  to  one  if 
the  ownership  group  of  a  firm  is  gov- 
ernment and  government-private,  or 
zero  otherwise. 

•  Productivity,  we  use  variables  of  lab- 
our productivity  to  measure  firm's  effici- 
ency. In  both  model,  it  is  defined  as  re- 
lative labour  productivity  of  a  group  of 
firms  (in  the.  first  model)  or  a  firm  (in 
the  second  model)  relative  to  the  lab- 
our productivity  of  an  industry. 


Because  BPS  Survey  on  Indonesian  Manufac- 
turing Industries  does  not  have  Information  for  Im- 
ported value,  we  measure  M  variable  based  on 
the  Indonesian  Input-Output  data  for  the  year  of 
1995,  which  is  roughly  equivalent  with  four-digit 
ISIC  classification. 


38 


THE  INDONESIAN  QUARTERLY,  Vol.  XXlX/2001,  No.  1 


•We  employ  the  model  developed  by 
Martin  (1988)  as  the  first  model  to  test  the 
effects  of  market  concentration  and  labour 
productivity  to  the  profitability  of  four 
largest  firms,  the  fifth  to  the  eighth  firms, 
and  the  remaining  firms  in  an  industry. 
Market  concentration  (HHI)  represents  the 
SCP  hypothesis  of  market  power,  and  lab- 
our productivity  (RP)  represents  the  effici- 
ency hypothesis.  The  first  model  is  defined 
as  follows: 

PCM14  =  f  (RP14,  HHn4,  HHI58,  HHI9P) 
PCM58  =  f  (RP58,  HHn4,  HHI58,  HHI9P) 
PCM9P  =  f  (RP9P,  HHn4,  HHI58,  HHI9P) 

Where:  PCM14  =   price  cost  margin  of  the 
largest  four  firms 

PCM58  =  price  cost  margin  of  the 
fifth  to  the  eighth  firms 

PCM9P  =  price  cost  margin  of  the 
remaining  firms 

HHI14  =  Hirschmann-Herfindahi 
Index  of  the  largest  four 
firms 

HHI58  =  Hirschmann-Herfindahi 
Index  of  the  fifth  to  the 
eighth  firms 

HH19P  =  Hirschmann-Herfindahi 
Index  of  the  remaining 
firms 

RP14  =  relative  labour  produc- 
tivity of  the  largest  four 
firms  to  the  industry 

RP58  =  labour  productivity  of 
the  fifth  to  the  eighth 
firms  to  the  industry 

RP9P  =  labour  productivity  of 
the  remaining  firms  to 
the  industry 


The  second  model  applies  the  standard 
profitability  model  developed  by  SCP  para- 
digm as  a  base  model  with  several  modific- 
ations to  represent  the  efficiency  approach 
and  the  characteristic  of  industrial  devel- 
opment in  developing  countries.'  Market 
concentration  (HHI),  as  well  as  firm's  mar- 
ket share  (MS),  and  the  presence  of  bar- 
riers to  entry  (CI  and  Al)  represent  the 
SCP  hypothesis  of  market  power,  while 
labor  productivity  (RP)  represents  the  ef- 
ficiency hypothesis.  Unique  characteristic 
of  industrial  development  in  developing 
countries  is  represented  by  the  trade  per- 
formance (X  and  M)  and  ownership  pat- 
terns (F  and  G).  This  model  is  defined  as 
follows: 

PCM  =  f  (HHI,  MS,  CI,  Al,  X,  M,  F,  G,  RP) 

where:     PCM  =  price  cost  margin 

HHI  =  Hirschmann-Herfindahi 
Index 

MS  =  market  share 

CI  =  capital  intensity 

Al  =  advertising  intensity 

X  =  export  orientation 

M  =  import  penetration 

F  =  foreign  ownership 

C  =  government  ownership 

Our  database  for  this  purpose  comes 
from  the  1997  Survey  of  Indonesian  Manu- 
facturing Industries  that  classifies  indus- 
tries into  five-digit  ISIC  classification.  We 
build  two  databases  for  both  model  es- 
timations. For  the  first  model  estimation. 


'see  Martin  (1993)  for  the  discussion  of  em- 
pirical studies  developed  by  SCP  paradigm  and 
KIrkpatrIck  et  al  (1984)  for  the  discussion  of  In- 
dustrial development  In  developing  countries. 
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Table  3 

MARKET  CONCENTRATION, 
EFFICIENCY,  AND  MARKET  POWER 
(FIRM'S  LEVEL  ESTIMATES) 


Variable 

b 

t-stati  sties 

(Constant) 

0.7610 

133.865 

MS 

0.3950 

3.404 

HHI 

0.1340 

2.451 

RP 

0.0190 

9.356 

Al 

•  0.2130 

1.238 

CI 

-0.0010 

-3.432 

X 

.  0.0573 

.  5.928 

M 

0.0594 

1.881 

F 

0.0089 

0.639 

G 

-0.0164 

-0.914 

ieant.  Similarly,  the  coefficient  of  market 
share  (MS)  is  also  positive  and  significant. 
These  findings  support  the  effiency  hypo- 
thesis: that  a  firm's  success  depends  on  its 
own  productivity  and  market  share.  How- 
ever, industry  concentration  (HHI)  is  also 
significant  supporting  the  SCP  hyphotesis. 

Therefore,  the  findings  support  both  the 
SCP  and  efficiency  explanations  for  market 
power.  However,  the  magnitude  of  t-statis- 
tics  may  give  a  guidance  on  the  relative  im- 
portance of  eficiency  vs  SCP  explanation  for 
market  power.  The  t-statistics  of  relative 
productivity  (RP)  is  the  highest  followed 
by  market  share  (MS)  and  industry  con- 
centration (HHI)  suggesting  a  stronger  sup- 
port for  efficiency  hypothesis  than  that  of 
market  power  hypothesis. 

The  results  for  the  other  variables  are 
mixed.  The  coefficient  on  the  capital  inten- 
sity (CI)  variable  has  the  unexpected  neg- 
ative sign.  Two  possible  explanations  can 
be  given  with  regard  to  this  anomaly.  First, 


the  quality  of  capital  stock  data  that  we 
use  might  be  deficient.  Moreover,  in  the 
absence  of  other  information,  we  are  forced 
to  excludes  firms  which  do  not  report  their 
capital  stock,  and  thus  introducing  selection 
bias  in  the  model.  Second,  Bird  (1998)  sug- 
gests that  the  reduced  impact  of  the  cap- 
ital variable  in  post-reform  period  is  consis- 
tent with  the  proposition  that  greater  expo- 
sure to  foreign  trade  should  weaken  the 
influence  of  explanatory  variables,  like  cap- 
ital requirements,  in  small  economy.  The 
coefficenton  the  product  differentiation  (Al) 
and  ownership  (F  and  G)  variables  are  stat- 
istically insignificant. 

The  coefficient  on  trade  (X  and  M)  vari- 
able are  both  positive  and  significant.  A 
possible  explanation  for  this  result  is  that 
trade  exposure  increase  the  level  of  com- 
petition which,  in  turn,  increase  effiency. 
The  difference  in  efficiency,  according  to 
the  efficiency  hypothesis,  in  turn  would 
affect  the  variation  in  the  profitability 
among  firms  with  different  trade  ex- 
posure. 

POLICY  IMPLICATIONS 

Empirical  evidence  presented  in  this 
paper  suggests  that  market  performance 
measured  by  price  cost  margin  reflects  ele- 
ments of  efficiency  and  market  power. 
These  two  elements  need  to  be  taken  into 
account  by  policymakers.  Blanket  decon- 
centrations  are  not  appropriate,  because 
they  ignore  possible  trade-offs  between 
the  dangers  of  antj-competitive  behaviour 
versus  "Shumpeterian  efficiency"  and  the 
benefits  of  scale  economies. 

But  by  the  same  token,  a  permissive  att- 
itude toward  strategies  designed  to  main- 
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Table  2 


MARKET CONSENTRATION,  EFFICIENCY 
AND  MARKET  POWER 


Coefficient 


(Constant)  Rp  HHi14  HHI58  HHI9P 


PCMT4  0.903  0.010 

Level  of  sig.  0.00  0.00 

PCM58  0.854  0.028 

Level  of  sig.  0.00  0.00 

PCM9P  0.848  -0.025 

Level  of  sig.  0.00  0.44 


-0.001  0.178  1.034 

0.98  0.84  0.60 

-0.070  1.763  -0.120 

0.28  0.13  0.97 

-0.203  0.765  5.042 

0.00  0.52  0.09 


EMPIRICAL  RESULTS 

We  present  our  results  separately  for 
each  of  the  two  models  discussed  previ- 
ously. Table  1  reports  OLS  estimates  of 
the  first  model;  the  determinants  of  pro- 
fitabilaty  of  the  four  largest  firms  (large 
firms),  the  fifth  through  eighth  largest 
firms  (medium  firms),  and  the  remaining 
smaller  firms  (small  firms). 

The  results  reported  in  Table  2  strongly 
support  efficiency  hypothesis  and  reject 
SCR  explanation.  First,  the  price  cost  margin 
of  the  large  and  medium  firms  rise  with  its 
own  productivity.  This  finding  is  consistent 
with  the  efficiency  explanation  of  market 
power.  However,  the  effect  of  productivity 
on  the  price  cost  margin  of  the  small  firms 
is  not  significant.  This  is  consistent  with 
general  position  of  SCP  school  that  small 
firms  will  suffer  cost  disadvantages  com- 
pared with  large  firms;  and,  therefore,  small 
firms  in  a  concentrated  industry  are  not 
expected  to  benefit  from  tacit  or  overt 
collusion  in  the  same  way  as  large  firms. 


Second,  the  price  cost  margins  of  each 
group  tend  to  be  uncorrelated  or  negat- 
ive.ly  correlated  with  the  level  of  concen- 
tration of  other  group  and  tend  to  be  corre- 
lated with  its  own  level  of  concentration. 
These  findings  are  consistent  with  effici- 
ency explanation  of  market  power  which 
assert  that  firm's  success  is  explained  by 
its  own  market  share  and  not  by  industry 
concentration. 

Table  3  presents  OLS  estimates  of  the 
second  model;  the  determinants  of  firm's 
profitability.^  The  findings  shown  in  Table 
2  are  slightly  different  from  the  results  of 
the  first  model.  The  coefficient  of  labour 
productivity,  is  positive  and  highly  signif- 


^The  results  presented  in  Table  3  only  show 
the  overall  industry  effect  of  the  second  model 
estimation.  We  do  not  include  the  result  of  each  ex- 
planatory variable  for  each  industry  —  by  assign- 
ing the  dummy  variables  for  each  industry  in  data- 
base construction  —  since  in  this  matter  we  want 
to  pay  more  attention  in  the  overall  Industrial 
effect.  However,  it  Is  important  to  bear  in  mind 
that  estimation  of  the  second  model  was  conducted 
at  firm  level. 


Democratic  Consolidation 
in  Indonesia:  Hopes  and  Reality 

Elaine  Kohar 


INTRODUCTION 

THE  process  of  democratization  in 
Indonesia  has  clearly  been  set  in 
motion.  The  1999  popular  election, 
which  was  especially  important  in  deter- 
mining the  country's  course  of  democrat- 
ization, has  proven  successful.  As  expected, 
full-fledged  liberalization  followed  soon 
afterwards,  thus  generating  an  atmosphere 
of  widespread  enthusiasm  and  euphoria. 
Deeply  engulfed  in  a  new  expectation  for 
reforms  and  improvements,  many  tend  to 
forget  that  democratization  is  a  long  pro- 
cess involving  endless  political  struggles 
that  can  be  seen  as  amoral,  routine,  and 
petty.  As  Samuel  P.  Huntington  puts  it  in 
words,  "The  workings  of  democracy  and 
the  failure  of  new  democratic  governments 
to  resolve  the  problems  endemic  to  society 
generated  indifference,  frustration,  and  dis- 
illusionment."' Such  sentiments  dramatically 
posed  the  issue  of  the  survivability  of  a  new 
democracy. 

This  literature  is  an  analysis  of  Samuel 
P.  Huntington's  work  on  the  Third  Wave 
of  Democracy,  with  respect  to  Indonesia. 
In  defining  democracy,  several  issues  will 
be  discussed.  First,  democracy  is  often  de- 


Saniuel  P.  Huntington.  The  Third  Wave:  De- 
mocratization In  the  Late  Twentieth  Century, 
(University  of  Oklahoma  Press.  Norman,  Publish- 
ing Division  of  the  University,  1991),  255. 


fined  in  terms  of  how  the  country's  elec- 
tion proceeds.  Elections  that  are  open,  free, 
and  fair,  are  the  very  essence  of  democracy. 
As  Huntington  puts  it,  it  is  the  inescapable 
sine  qua  non  of  democratization.  While  a 
free  and  fair  election  is  an  essential  prere- 
quisite of  democratization,  the  embodiment 
of  the  democracy  process  itself  lies  with 
the  bestowal  of  greater  freedom  to  the 
people,  politically  as  well  as  economically. 
The  result  of  this  is  most  apparent  in  the 
liberalization  of  the  mass  media  system,  as 
well  as  the  abolishment  of  widespread  gov- 
ernment monopolies  in  Indonesia's  busi- 
ness segment. 

Entangled  with  the  issue  of  election  is 
the  fragility  or  stability  of  Indonesia's  cur- 
rent wave  of  democratization.  For  how  long, 
for  example,  would  the  Indonesian  public 
be  willing  to  pin  their  hope  in  the  replace- 
ment of  one  party  or  coalition  with  another 
in  a  constant  attempt  to  resolve  the  prob- 
lems confronting  their  country?  As  it  is 
often  the  case,  a  reversal  is  always  a  threat 
to  a  newly  reformed  nation.  There  is  a  clear 
and  present  danger  that  Indonesia  might 
shift  away  from  democracy  and  either  re- 
turn to  the  traditional  form  of  authoritarian 
rule  or  be  subjected  to  a  new  mass-based, 
and  more  pervasive  form  of  totalitarian- 
ism. As  it  has  been  the  case  in  many  coun- 
tries, democracy  tends  to  be  tenuous  at  its 
dawn.  From  1 950  to  1 957,  for  example,  In- 
donesia had  established  a  form  of  parlia- 
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tain  dominant  position  is  not  appropriate. 
Even  though  the  large  firms  are  dominant 
because  there  are  scale  economies  or 
because  of  some  inherent  superiority  of 
the  larger  firms,  they  may  be  successfull 
in  exercising  market  power  to  the  extent 
that  they  enjoy  cost  advantages  vis-a- 
vis small  firms. 
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there  is  the  factor  of  economic  growth. 
Finally,  a  country's  course  of  democrat- 
ization is  also  determined  by  how  well 
its  law  is  constructed  and  how  effective 
its  law  enforcement  mechanism  is. 

ELECTORAL  DYNAMIC 

The  1999  popular  election  of  parlia- 
mentary representatives  (DPR)  is  the 
most  important  process  underlying  the 
birth  of  democracy  in  Indonesia.  Its  sign- 
ificance was  unquestionable  in  light  of 
its  role  in  determining  the  country's 
course  of  democratization  following  the 
end  of  the  New  Order  authoritarian  re- 
gime. It  is  through  this  election  that  the 
country's  House  Of  Representatives  (DPR) 
—  which  would  be  responsible  for  con- 
structing new  l^avvs  and  building  a  sys- 
tem of  government  with  greater  legiti- 
macy —  are  determined.  Thus,  the  suc- 
cess in  the  conduct  of  this  election  de- 
termines the  extent  of  which  Indonesia 
would  experience  a  peaceful  transition  to- 
wards democracy. 

For  the  past  few  decades  during  which 
president  Soeharto  reigned,  Indonesia's 
electoral  process  had  been  dominated  with 
outright  fraud  and  coercion.  In  all  six  elec- 
tions that  were  conducted  during  the  New 
Order,  various  forms  of  violations  occurred 
at  various  stages  of  the  election  process 
~  first,  during  voter  registration,  second, 
during  the  process  of  which  voters  and 
party  witnesses  were  invited,  and  finally, 
during  the  vote-counting  process.  It  had 
been  a  common  knowledge  that  votes 
were  often  manipulated  or  miscounted. 
Aside  from  this,  government  bureaucrats 
were  also  known  to  be  biased;  their  tend- 
ency to  vote  for  Golkar  was  so  obv'ous 


that  many  began  to  regard  these  bureau- 
crats as  the  ultimate  'voting  machine'  for 
this  political  party.  Not  to  be  ignored  was 
the  system  of  coercion  that  was  widely 
used;  working  segment  of  the  Indonesian 
population  who  happened  to  receive  their 
paycheck  from  the  Indonesian  gpvemment 
were  'strongly  advised'  to  elect  Golkar. 
The  sustained  failure  of  the  two  opposition 
political  parties  (PDI  and  PPP)  to  win  office 
further  proved  that  the  system  did  not 
allow  much  room  for  competition.  These 
are  precisely  the  reasons  that  the  1999 
popular  Election  was  viewed  by  many 
as  a  turning  point  to  the  traditional  way  in 
which  election  had  been  conducted  in  In- 
donesia. 

!n  general,  even  though  money  politics 
(or  the  use  of  government  resources  to  in- 
fluence people's  political  affiliation)  were 
still  prevalent  in  the  1999  popular  Elec- 
tion, there  were  less  fear  towards  violence 
and  other  form  of  social  upheaval,  espe- 
cially during  campaign  periods.  Spirits  were 
up  because  many  saw  this  first  multiparty 
election  as  the  beginning  of  a  long  process 
of  liberalization.  A  total  of  48  political 
parties  were  allowed  to  participate  in  the 
election,  including  a  Chinese  political  as- 
sociation, which  would  normally  be  re- 
stricted from  partaking  in  such  a  sign- 
ificant political  event.  The  prospect  for 
cheating  was  also  relatively  small  due  to 
two  major  developments  --  first,  the  liber- 
alization of  Indonesia's  mass  media  sys- 
tem, which  resulted  in  a  more  effective 
coverage  on  the  on-going  electoral  pro- 
cess, and  second,  the  placing  of  party 
members  in  each  level  of  election  organiz- 
ing committee.  In  addition,  there  were  also 
independent  election  monitoring  bodies, 
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mei^tary  democracy.  In  1957,  however, 
Indonesia's  first  president,  Soekarno,  re- 
placed parliamentary  democracy  with  guided 
democracy,  and  in  1965  the  Indonesian 
military  ended  guided  democracy  and  took 
over  the  government  of  the  country.  As 
Jean-Germain  puts  it,  "Democratization  is 
a  transitional  phenomenon  involving  a 
gradual  transformation  of  the  formal  rules 
that  govern  a  political  system.  Thus,  demo- 
cratization is  not  an  end-game;  rather,  it  is 
a  means  to  an  end,  —  which  is  democracy."^ 
Political  liberalization  which  begins  with 
"the  easing  of  repression  and  the  creation 
of  certain  civil  liberties"  — do  not  neces- 
sarily lead  to  democratization.  "Such  liber- 
alization can  abort  [and]  repressive  rule  can 
return."^  Thus,  there  is  still  a  long  way  be- 
fore democratic  consolidation  turn  from 
mere  goal  into  reality. 

THE  BASIS  OF  DEMOCRATIZATION 

As  stated  by  Samuel  P.  Huntington, 
"The  central  procedure  of  democracy  is 
the  selection  of  leaders  through  compet- 
itive elections  by  the  people  they  gov- 
ern." In  advancing  this  conception,  Huntr- 
ing  quoted  Joseph  Schumpeter's  intellec- 
tion on  democracy,  which  he  labeled 
"another  theory  of  democracy."  As  the 
name  may  suggests,  the  theory  establishes 
a  new  formulation  of  democracy,  which 
challenges  the  traditional  "classical  theory 
of  democracy"  that  defined  democracy  in 
terms  of  "the  will  of  the  people"  (source) 
and  "the  common  good"  (purpose).  What 


^Jean-Cermaln  Cross,  Democratization  In 
Late  Twentieth-century  Africa,  (London:  Green- 
wood Press.  1998),  2. 

^Davld  Potter,  David  Coldblatt,  et  al,  (Ed),  De- 
mocratization, (Cambridge:  Polity  Press,  1997),  15. 


Schumpeter's  "another  theory  of  demo- 
cracy" is  is  basically  a  proposal  of  "an  in- 
stitutional arrangement  for  arriving  at  po- 
litical decisions  in  which  individuals  acquire 
the  power  to  decide  by  means  of  a  compet- 
itive struggle  for  the  people's  vote." 

Following  in  the  Schumpeterian  trad- 
ition, a  twentieth-century  political  system 
is  defined  as  being  democratic  to  the  ex- 
tent that  "its  most  powerful  collective 
decision  makers  are  selected  through 
fair,  honest,  and  periodic  elections  in 
which  ail  the  adult  population  is  eligible 
to  vote."  Also,  it  implies  "the  existence 
of  those  civil  and  political  freedoms  to 
speak,  publish,  assemble,  and  organize 
that  are  necessary  to  political  debate  and 
the  conduct  of  electoral  campaigns. 
Therefore,  two  most  important  aspects 
of  democratization  are  the  smooth  con- 
duct of  an  election  and  the  liberaliz- 
ation of  a  nation's  mass  media  system. 
However,  the  success  of  an  election  and 
the  opening  up  of  the  media  system  do 
not  necessarily  lead  to  democratic  con- 
solidation; the  process  of  elections  has 
to  be  permanently  institutionalized  and 
an  open  mass  media  have  to  adhere 
to  a  system  of  responsible  reporting 
before  democratic  consolidation  can  take 
its  place. 

Aside  from  an  open  media  system 
and  successful  electoral  proceedings, 
there  are  a  number  of  other  factors  that 
play  a  major  role  in  democratic  consol- 
idation process.  First,  th^re.  are  external 
influences  and  'snowballing'  effect  that 
could  influence  a  country's  choice  of 
whether  or  not  to  democratize.  Second, 


"^Huntington,  "The  Third  Wave."  6-7. 
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In  retrospect,  the  election  was  essential 
to  the  progress  of  Indonesia's  democrat- 
ization process;  as  stated  by  Huntington, 
"Elections  are  the  way  democracy  op- 
erates... They  were  a  vehicle  of  democrat- 
ization as  well  as  the  goal  of  democratiza- 
tion."'' Real  democracy,  however,  requires 
not  only  the  conduct  of  a  free  and  fair  par- 
liamentary election,  but  also  the  willingness 
to  accept  the  t\ew  president  who  is  chosen 
by  the  resulting  House  of  Representatives 
(DPR)  through  popular  votes.  Aside  from 
these,  real  democracy  also  requires  that  the 
new  ruler  be  willing  to  give  up  his  power 
when  the  time  of  the  next  election  comes 
around.  Democracy  is  consolidated  only  if 
these  in-systern  responses  have  become 
institutionalized.  In  Huntington's  view,  one 
criterion  for  measuring  consolidation  is  the 
two-turnover  test.  "By  this  test,  a  demo- 
cracy may  be  viewed  as  consolidated  if  the 
party  or  group  that  takes  power  in  the  initial 
election  at  the  time  of  transition  loses  a 
subsequent  election  and  turns  over  power 
to  those  election  winners,  and  if  those 
election  winners  then  peacefully  turn  over 
power  to  the  winners  of  a  later  election." 

The  second  turnover,  according  to  Hun- 
tington, indicates  two  things.  First,  it  in- 
dicates that  two  major  groups  of  political 
leaders  in  the  society  are  sufficiently  com- 
mitted to  democracy  to  actually  surrender 
office  and  power  after  losing  their  re- 
spective election.  And  second,  that  both 
elites  and  publics  are  operating  within  the 
democratic  system;  when  things  go  wrong, 
rulers  will  be  changed,  not  the  regime.* 
Through  these  election  cycles,  there  will 


be  changes  if  not  improvement  in  govern- 
ment policy. 

The  Determinant  of  Stability/Fra- 
gility in  Indonesia's  Democratiza- 
tion Process 

The  emergence  of  democratic  political 
practices  In  Indonesia  reflected  the  lack 
of  authoritarian  alternatives  at  these  times. 
The  crucial  question  was  "whether  or  not 
this  would  remain  the  case,  or  whether 
new  movements  would  appear  promoting 
new  forms  of  authoritarianism.  The  extent 
to  which  such  movements  did  materialize 
and  develop  significant  support  would 
presumably  depend  on  the  extent  to  which 
democratic  behavior,  including  electoral 
turnovers,  had  become  institutionalized." 

Another  question  that  could  be  raised 
with  respect  to  this  matter  is  whether  or 
not  electoral  dynamic  would  continue  to 
hold  its  legitimacy  in  the  face  of  demo- 
cracy. In  more  specific  terms,  there  are  al- 
ways the  possibilities  that  the  Indonesian 
public  lose  their  trusts  in  the  effectiveness 
of  replacing  one  party  or  coalition  with  an- 
other in  a  mutual  attempt  to  resolve  the 
problems  confronting  the  country.  At  some 
point,  the  publics  could  very  likely  be  dis- 
illusioned not  only  with  the  failures  of  de- 
mocratic governments  but  also  with  the 
failures  of  democratic  processes.  Such 
sentiments  provided  powerful  incentives 
for  ambitious  political  leaders  to  come 
up  with  new  authoritarian  alternatives. 
Thus,  it  is  very  important  that  the  belief 
of  democracy  as  a  virtue  be  developed 
and  ingrained  in  the  minds  of  all.^ 


Huntington.  "The  Third  Wave,"  1 74. 
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Including  competent  and  detached  teams 
of  international  observers,  that  watched 
over  the  entire  process.  Thus,  the  elect- 
ion was  certified  as  meeting,  in  the  very 
least,  the  minimum  standard  of  honesty 
and  fairness. 5 

The  process  of  presidential  election  it- 
self; however,  did  not  take  place  as  smoothly 
as  the  parliamentary  election.  There  were 
members  within  the  House  of  Represent- 
atives (DPR)  that  did  not  wish  for  Mega- 
wati Soekarnoputri  to  occupy  the  pres- 
idential seat  despite  the  fact  that  her  party 
had  gained  the  largest  number  of  seats  in 
the  House  of  Representatives.  The  reason 
they  put  forward  was  that  Indonesia  was 
an  Islamic  country,  and  therefore,  someone 
of  a  female  gender  could  not,  by  right,  rule 
its  nation.  Various  forums  were  conducted 
to  discuss  the  issue,  and  there  were  var- 
ious opinions  on  this  matter.  Some  even  said 
that  it  was  just  a  matter  of  interpreting  the 
holy  Koran.  However,  the  event  that  fol- 
lowed was  that  the  anti-Megawati  block 
came  together  to  lobby  for  the  election 
of  Abdurrahman  Wahid  —  the  leader  of 
the  fourth  most  popular  participating  po- 
litical party  of  PKB.  the  action  had  al- 
most instigated  yet  another  major  political 
riot  by  Megawati's  supporters  had  Me- 
gawati herself  not  have  prevented  it  frorri 
happening. 

After  a  long,  almost  tedious,  process 
Abdurrahman  Wahid  emerged  as  Indone- 
sia's fjpurth  president.  Nevertheless,  those 
who  had  hoped  for  a  peaceful  political 
climate  under  the  governance  of  Indone- 


Centre  for  Strategic  and  International  Studies, 
"The  Society's  Response  Towards  the  1999  General 
Elections,"  Jakarta,  May  1999. 


sia's  new  president  were  clearly  disappo- 
inted as  there  emerge  yet  another  incid- 
ent that  could  lead  to  a  major  political  insta- 
bility —  the  censure  of  the  president 
by  the  House  of  Representative  over  the 
Bulog  and  Brunei  scandals.  Of  course, 
holding  a  sitting  president  accountable 
for  alleged  corruption  without  succumbing 
to  executive  power  is  a  sign  towards  a 
more  democratized  system  with  a  stronger 
checks  and  balances  mechanism.  How- 
ever, "if  the  country  is  to  benefit  from 
the  recent  unsettling  exercise,  legislators 
need  to  move  beyond  partisan  assaults 
on  rivals  to  consider  what  course  of 
action  will  be  best  for  the  country."  In 
other  words,  the  censure  should  not  be 
about  challenging  the  existing  president 
for  opportunistic  reasons.  The  DPR/mPR 
leaders  should  let  the  constitutional  pro- 
cess take  its  rightful  course.  It  is  unwise  to 
"rush  the  President  into  impeachment  pro- 
ceedings and  out  of  office  without  pro- 
viding him  the  time  allowed  by  the  con- 
stitution to  answer  the  memorandum  of 
censure  and,  if  possible,  satisfy  the  House 
that  he  has  not  committed  impeachment 
offenses.  The  proposal  for  impeachment, 
[if  carried  out  too  early],  riesembles  a 
coup  more  than  a  constitutional  transit- 
ion of  power.  To  deny  the  President  his 
full  time  to  answer  th^  censure  does 
more  than  disadvantaged  the  President. 
It  impairs  the  Presidency  as  an  institution. 
In  doing  this,  it  ultimately  harms  the  na- 
tion by  setting  a  precedent  of  precipitous 
change  of  government."^ 


^Donna  K.  Woodward.  "After  Censure:  Re- 
form of  Reply?"  The  Jakarta  Post,  (Opinion  and 
Editorial  Section),  8  February  2001. 
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establishment  of  Media  Watch  bodies. 
Broadly  defined,  the  Media  Watch  is  a  sur- 
veillance body  that  is  constructed  as  part 
of  a  particular  publication,  and  is  aimed 
at  accommodating  any  type  of  concerns 
that  the  Indonesian  public  might  have  re- 
lating to  that  specific  publication.  How- 
ever, the  Media  Watch,  in  itself,  is  not  an 
adequate  control  to  the  Indonesian  press. 
Alternative  press  organizations  (outside 
of  the  PWI),  such  as  the  Independent 
Journalist  Association  (AJI)  should  also 
participate  providing  the  Indonesian 
press  with  the  right  direction  in  this  era 
of  reform. 

Still,  there  are  countless  other  factors 
that  could  influence  the  course  of  demo- 
cratization aside  from  the  mass  media. 
Nevertheless,  "Few  relationships  between 
social,  economic,  and  political  phenomena 
are  stronger  than  that  between  level  of 
economic  development  and  existence  of 
democratic  politics."'^ 

External  Influences  and  Snowball- 
ing Effects 

Almost  every  country's  transition  to- 
wards democracy  is  affected,  to  a  certain 
degree,  by  the  international  environment  as 
well  as  foreign  actors.  What  is  meant 
by  'external  environment'  here  is  "foreign 
governments  and  other  actors  that  are 
democratic  themselves,  favor  the  exist- 
ence of  democratic  regimes  in  other 
countries,  have  close  relations  with  the 
newly  democratic  country,  and  are  able 
to  exercise  influence  in  that  country."'^ 
Some  countries  that  have  close  relation- 


^  ^Huntington.  "The  Third  Wave,"  311. 
'^Ibld.,  273-274. 


ships  with  the  United  States  as  well  as 
other  Western  democratic  countries  have 
chosen  to  adhere  by  their  democratic  po- 
litical culture;  "in  many  cases,  democracy 
may  not  be  the  outcome  leaders  desire 
most  but  it  may  be  the  outcome  that  is 
least  unacceptable."''' 

Successful  democratization  that  occurs 
in  one  country  might  also  encourage  other 
countries  to  follow  similar  path  either  be- 
cause "they  seem  to  face  similar  prob- 
lems, or  because  successful  democrat- 
ization elsewhere  suggests  that  demo- 
cratization might  be  a  cure  for  their 
problems  whatever  those  problems  are, 
or  because  the  country  that  has  demo- 
cratized is  powerful  and/or  viewed  as  a 
political  and  cultural  model."  Such  phe- 
nomenon is  known  as  demonstration  ef- 
fects or  snowballing.'^ 

In  the  case  of  Indonesia,  external  in- 
fluences have  undoubtedly  played  a  very 
significant  role  in  inducing  the  country 
towards  the  path  of  democratization,  in 
1998,  when  Indonesia  was  at  the  high- 
point  of  its  economic  recession,  the  Ha- 
bibie Government  seemed  to  believe 
firmly  that  the  road  to  recovery  lay  in 
winning  the  vote  of  confidence  from  the 
IMF.  To  Habibie,  it  was  the  onjy  highway 
to  the  resumption  of  the  IMF  bailout 
funds  bestowal.  In  order  to  win  the  vote 
of  confidence,  however,  it  was  essential 
for  ex-president  Habibie  to  implement 
a  series  of  reform  proposals  that  were 
aimed  at  radically  liberalizing  Indone- 
sia's trade  and  industrial  policy,  privatiz- 
ing state  owned  enterprises  and  dere- 
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Liberalization  of  the  Mass  Media 
System 

At  the  times  of  democratization,  strug- 
gles to  realize  an  independent  and  re- 
sponsible mass  media  system  are  both 
symbolic  of  democratic  aspirations  and 
central  to  the  constructing  of  an  open 
and  transparent  post-authoritarian  gov- 
ernment. An  independent  mass  media 
system  is  essential  because  democracies, 
by  right,  "provide  accepted  channels  for 
the  expression  of  dissent  and  opposition 
within  the  system. "'°  A  responsible  mass 
media  system,  on  the  other  hand,  is  cen- 
tral in  the  maintaining  of  mass  media's 
credibility  in  public  eyes. 

Following  the  fall  of  the  New  Order  Re- 
gime and  the  ascension  of  a  new  presid- 
ent committed  to  democratic  ideals,  the  In- 
donesian government  scrambled  to  estab- 
lish precedents  to  a  more  open  mass  me- 
dia system.  These  involved  decentraliza- 
tion of  the  mass  media,  as  well  as 
demonopolization  and  deregulation  of  the 
broadcast  media. 

Perhaps  it  was  the  Indonesian  press  — 
which  was  repressed  the  most  during  the 
New  Order  regime  —  that  felt  the  strongest 
sense  of  relief  with  the  dawning  of  liberal- 
ization era.  All  repression  modes  that  used 
to  be  employed  against  the  press  in  the 
past  —  including  the  formal  system  of 
licensing  and  legal  codes,  the  informal  sys- 
tem of  requests,  advice,  and  orders,  as  well 
as  the  right  to  incarcerate  without  triaP' 
—  were  all  negated.  In  addition,  publica- 


^°lbid.  28. 
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tions  that  were  closed  down  during  the 
New  Order  regime  are  now  permitted 
to  return  to  the  market.  Under  these 
newly  set  conditions,  hundreds  of  new 
publications  sprang  up  overnight. 

Indonesian  journalists  who  had  been 
habirnated  to  censorship  for  so  long  quickly 
adapt  to  their  new  working  environment. 
In  no  time  have  they  begun  to  redefine 
their  professional  identity  from  the  disse- 
minators of  propaganda  to  impartial  and 
neutral  interpreters  of  social  reality.  Un- 
fortunately, with  the  abolishment  of  cen- 
sorship and  the  redefinition  of  journalistic 
role,  there  is  a  newly  emerged  tendency 
that  has  lead  to  widespread  journalistic 
misconduct.  Such  is  the  tendency  to  ab- 
andon the  rule  of  ethical  journalistic  codes 
in  an  attempt  to  fulfill  public  demands  for 
distinctive  news  stories  with  bombastic 
headlines.  As  a  result,  many  journalists 
are  thrown  into  a  pit  of  never-ending 
competition  to  present  news  stories  with 
great  sensational  appeal  —  stuff  that 
have  been  proven  to  sell  the  most. 

In  carrying  out  their  interviews  with 
the  Indonesian  political  elites,  these  jour- 
nalists have  also  conducted  themselves 
unethically.  Often  case,  they  focus  on  spe- 
cific remarks  made  by  one  political  figure 
and  place  this  against  the  comment  made 
by  another  political  figure  with  a  differing 
political  affiliation,  thus  instigating  an  at- 
mosphere of  tension  between  the  two  per- 
sons as  well  as  their  respective  political 
parties  and  supporters.  In  essence,  the  In- 
donesian press  has  gone  out  of  hand  In 
this  new  era  of  liberalization. 

The  increasingly  significant  problem 
of  irresponsible  journalism  might,  to  a 
certain  degree,  be  remedied  by  the  recent 
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few  special  interests  are  found  in  all  so- 
cieties no  matter  what  their  form  of 
government."'^  Therefore,  the  future  of 
a  nation's  democracy  is  determined,  to 
a  great  extent,  by  the  future  of  its  eco- 
nomic development. 

This  hypothesis  is  further  strengthened 
by  several  approaches,  which  recognized 
that  economic  crises  as  in  Europe  between 
world  wars  can  destroy  liberal  democracy 
and  that  severe  underdevelopment,  as  in 
much  of  sub-Saharan  Africa  has  not  pro- 
vided a  promising  context  for  democrat- 
ization. "For  Moore,  Rueschemeyer  and 
others,  economic  development  is  more 
exactly  capitalist  development  toward 
liberal  democracy  or  some  other  political 
•form.  For  Rustow,  O'Donnel.  Linz  and 
others  who  approach  the  explanation  of 
democratization  in  terms  of  transition 
processes,  economic  development  helps 
to  trigger  the  actions  of  competing  elites 
busy  crafting  the  democratic  compro- 
mise."^" The  fact  remains  that  for  demo- 
cratization to  take  place  successfully,  a 
country's  economy  has  to  be  greatly  en- 
hanced; in  cases  where  a  nation  is  faced 
with  a  major  economic  crisis,  the  nation 
has  to  first  remedy  its  economic  standing 
before  democratization  could  carry  through. 

The  1997  economic  crises  that  spread 
over  Southeast  Asia  represent  a  major  set- 
bacl<  to  the  democratization  movements 
that  are  taking  place  in  many  parts  of  the 
region.  What  had  taken  place  was  a  cat- 
astrophe deliberately  caused  by  a  cur- 
rency devaluation  that  has,  in  turn,  lead 


'^Ibld.,  27-28. 
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to  the  destabilization  of  the  Southeast 
Asian  countries.^'  Even  though  Indonesia 
was  not  alone  in  facing  the  crisis,  it  can 
be  easily  classified  as  one  of  the  worst 
case. 

It  was  in  the  late  1998  that  Indonesia 
went  through  major  currency  depreciation. 
There  was  a  tremendous  collapse  in  the 
country's  exchange  rate,  from  Rp.2,500 
to  levels  as  low  as  Rp. 15,000.  In  no  time, 
the  currency  crisis  translated  into  a  se- 
vere economic  decline  that  affected  the 
lives  of  many.  Across  Indonesia,  people 
began  to  feel  the  impact  of  the  currency 
crisis  as  inflation  and  unemployment  be- 
gan to  spread.  Finally,  there  was  also 
a  severe  deterioration  in  the  sustainab- 
ility  of  Indonesia's  business  entities. 

As  stated  by  J.  Soedradjad  Djiwandono 
—  former  governor  of  the  Indonesian  cen- 
tral bank  and  an  economic  professor  at  the 
prestigious  Indonesian  University  (Ul)  — 
the  Indonesian  crisis  had  indeed  originated 
from  a  currency  problem. However,  the 
banking  sector,  too,  held  the  crucial  role 
in  determining  the  severity  of  the  crisis. 

The  problem  with  Indonesia's  banking 
system  had  started  in  1988,  when  the  In- 
donesian government  began  a  series  of 
deregulation  on  the  banking  sector.  This 
move  was  initially  intended  to  encourage 
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galating  foreign  investment  flows  as  well 
as  domestic  economic  activities.  Demo- 
cracy would,  of  course,  follow  close  be- 
hind. "It  was  an  agenda  for  economic  and 
political  revolution.  The  application  of 
these  policies  brought  down  Soeharto, 
paving  the  way  for  democracy,  but  de- 
stroyed Indonesian  economy."'^ 

In  May  1998,  Indonesia  performed  a 
massive  withdrawal  of  foreign  funds, 
which  ended  m  the  collapsihg  of  the  rupiah 
and  the  country's  overall  banking  system. 
The  situation  was  further  worsened  by  In- 
donesian government's  decision  to  float 
the  rupiah  in  August  1998,  which  left  in- 
vestors without  the  protection  of  a  man- 
aged exchanged  rate. 

Aside  from  the  factor  of  external  influ- 
ences, snowballing  effects  have  played  an 
equally  important  role  in  Indonesia's  de- 
mocratization proceeding.  Given  the  vast 
expansion  in  global  communications  and 
transportation  —  in  particular  the  blank- 
eting of  the  world  by  television  and  com- 
munication satellites  —  it  Is  very  easy 
for  Indonesia  to  be  influenced  by  the 
success  of  other  nations  in  implementing 
the  system  of  democracy.  In  any  case, 
many  perceived  democracy  as  the  best 
alternative  form  of  government  after  the 
collapse  of  Soeharto's  authoritarian  re- 
gime in  late  1997. 

The  process  of  democratization  that  fol- 
lowed soon  afterwards  was  highlighted  by 
a  full-fledged  liberalization.  However,  de- 
mocratization —  as  all  Indonesians  are 
now  painfully  aware  of  —  does  not  come 
from  simply  getting  the  right  ingredients, 


'^Richard  Mann.  "Fight  for  Democracy  In  In- 
donesia." (Gateway  Boolts.  1999). 


to  use  the  lingo  of  some  Western  political 
and  economic  theorists,  or  to  apply  some 
other  simple  one-step  solution.  It  is  a  slow 
process,  with  many  setbacks.  It  is  also  tied 
to  a  variety  of  subtle  factors,  a  chain  of  ac- 
tions and  reactions.  Liberalization  should, 
therefore,  be  implemented  in  stages  to 
prevent  further  political  disorder.  As  re- 
marked by  the  Malaysian  Prime  Minister 
Mahathir  Mohamad,  democracy  should 
rightfully  be  carried  out  in  phases.  This 
is  to  enable  the  people  to  adjust  to  a 
new  system  of  government  that  differ  so 
much  from  the  previous  system.  Demo- 
cratization, when  carried  out  in  a  sudden 
fashion,  would  only  result  in  a  major  po- 
litical destabilization,  as  Indonesia  is  pres- 
ently suffering  from.'^ 

Indonesia's  Economy:  Its  Implicat- 
ions to  Democratization 

As  stated  by  Huntington,  "A  high  correl- 
ation exists  between  level  of  economic 
development  and  the  existence  of  de- 
mocratic regimes.  A  more  industrialized, 
modern  economy  and  the  more  complex 
society  and  educated  populace  it  entails 
are  more  conducive  to  the  inauguration 
of  democratic  regimes  than  are  their  op- 
posites."^^  In  fact,  "a  substantial  scholarly 
literature  suggests  that  much  public  pol- 
icy is  shaped  more  by  a  country's  level 
of  economic  development  than  by  the 
nature  of  Its  regime.  Corruption,  Ineffi- 
ciency, incompetence,  domination  by  a 
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-that  had  posed  a  great  problem  to  the 
country's  banking  system  as  a  whole.  In 
addition,  there  were  widespread  practices 
of  corruption,  collusion,  and  nepotism  that 
have  been  taking  place  rampantly,  thus  pre- 
venting the  banking  system  from  function- 
ing properly. 

In  order  to  cure  the  Indonesian  banking 
structures,  the  practices  of  corruption,  col- 
lusion, and  nepotism  must  first  be  com- 
pletely abolished.  Therefore,  it  is  very  im- 
portant that  the  central  bank  enhance  its 
supervisory  role  to  prevent  future  bankers 
from  committing  illegal  actions.  The  cen- 
tral bank  should  provide  clear  guidelines 
on  bank  closures  as  well  as  increase  its 
transparency  in  public's  eyes.  The  latter 
is  extremely  important  considering  the  role 
of  the  central  bimk  as  a  lender  of  last  re- 
sort to  commercial  banks  in  distress. 

In  terms  of  banking  restructuring,  there 
should  be  follow-up  steps  to  solve  the  prob- 
lems of  corporate  debts  as  well  as  banking 
debts,  including  trade  financing  and  money 
line  facilities. Implementing  these  solu- 
tions would  not  be  easy,  especially  during 
the  initial  stages;  therefore  it  is  essential 
for  the  authorities  to  establish  adequate  in- 
stitutional infrastructure  and  legal  frame- 
work immediately. 

Finally,  the  Indonesian  government 
should  also  enhance  its  support  for  free 
trade  and  openness  towards  foreign  in- 
vestment; this  is  essential  for  a  speedy 
economic  recovery.  Domestically,  the  gov- 
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ernment  should  promise  greater  trans- 
parency and  eliminate  the  preferential 
treatment,  which  was  given  to  well-con- 
nected companies  during  Soeharto's  re- 
gime. Such  steps  would  help  to  return 
the  confidence  of  the  Indonesian  public 
over  the  country's  economy.  • 

The  Rule  of  Laws 

Among  other  things,  newly  democratiz- 
ing regimes  have  to  deal  with  the  issue 
of  law-establishment  as  well  as  its  enforce- 
ment. Since  democracy  is  based  on  law, 
the  point  must  be  made  that  'ineither  high 
officials  nor  military  or  police  officers  are 
above  the  law.  As  one  Uruguayan  judge 
put  it,  'Democracy  isn't  just  freedom  of 
opinion,  the  right  to  hold  elections,  and  so 
forth.  It's  the  rule  of  law.  Without  equal 
application  of  the  law,  democracy  is 
dead."26 

As  law  was  never  upheld  during  Soe- 
harto's New  Order  regime,  so  democracy 
was  never  existent  to  begin  with.  As  stated 
by  Ross  H.  McLeod,."To  say  that  the  rule 
of  law  under  Soeharto  was  weak  would 
be  a  gross  understatement.  Black  letter 
law  was  largely  a  relic  of  the  colonial  era, 
and  little  effort  was  made  to  bring  laws  up 
to  date  or  to  introduce  new  laws  in  areas 
where  modernization  of  the  econo.my  and 
polity  made  this  highly  desirable...  [How- 
ever], the  more  serious  problem  was  the 
ineffectiveness  of  law  enforcement  and 
the  courts...  Judges,  public  prosecutors, 
police  and  regulatory  supervisors  were  all 
either  Soeharto  franchisees  or  else  felt 
powerless  to  take  a  stand  against  the  sys- 
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business  investors  to  start  up  a  banking  in- 
dustry, but  problems  began  to  develop  as 
many  banl<s  emerge  as  family-owning 
enterprises  that  can  be  exploited  for  pri- 
vate uses.  Banks  came  to  be  viewed  as 
vehicles  to  gain  cheap  funding  to  fin- 
ance their  owners'  highly  speculative  pro- 
jects that  other  banks  have  refused  to 
finance.  As  a  result  of  this  phenomen- 
on, there  were  around  250  banks  that 
emerged  in  just  a  few  years. 

The  condition  of  the  six  state-owned 
banks  had  been  another  matter  of  concern. 
Frequently  used  as  a  tool  for  politically 
motivated  lending,  the  state  banks  were 
known  to  have  large  single  portfolios,  of 
non-performing  accounts  even  prior  to  the 
crisis.  The  only  reason  that  these  banks 
did  not  fall  apart  was  due  to  its  access  to 
the  government's  liquidity.  In  general,  no 
state  bank  has  ever  been  allowed  to  col- 
lapse despite  the  extent  of  loses  that  it 
has  incurred  due  to  its  non-performing 
loans. 

In  retrospect,  the  Indonesian  central 
bank  had  had  a  great  deal  of  responsib- 
ility in  causing  the  banking  crisis.  Even 
though  it  was  highly  regulative,  it  failed 
to  properly  supervise  the  country's  bank- 
ing industry.  As  a  result,  there  were  wide- 
spread practices  of  corruption,  collusion, 
and  nepotism  within  the  Indonesian  bank- 
ing structure.  And  the  weak  law  enforce- 
ment sector  could  not  do  much  to  remedy 
the  situation. 

Combined  with  the  severe  currency 
depreciation,  public's  distrust  with  the 
Indonesian  banking  system  had  triggered 
dollar  withdrawals  from  banks.  This  had 
led  to  a  great  deal  of  concerns  regarding 
the  ability  of  the  Indonesian  banks  to 


meet  the  demands  for  liquidity,  thus 
prompting  further  withdrawals.  At  this 
point,  the  crisis  had  become  fully  sys- 
temic in  the  sense  that  depositors  were 
fleeing  from  the  currency  and  from  the 
banking  system  as  a  whole  rather  than 
from  particular  banks  that  are  perceived 
to  be  weak."  Aside  from  the  dollar  with- 
drawals, there  were  also  huge  with- 
drawals of  public  funds.  Since  the  assets 
of  most  banks  were  tied  up  in  medium 
to  long-term  projects,  the  government 
—  in  an  effort  to  stabilize  the  banking 
system  —  bailed  out  a  number  of  banks 
by  providing  immediate  liquidity  to  meet 
depositois'  commitments. 

The  failure  of  Indonesia's  banking  sys- 
tem had  prompted  the  government  to 
close  and  liquidate  many  banks.  This  act- 
ion, however,  seemed  to  come  at  a  higher 
price  than  previously  anticipated.  First, 
it  had  resulted  in  numerous  layoffs,  which 
in  turn,  increased  the  need  for  social  se- 
curity in  the  form  of  subsidies.  Second, 
the  move  had  resulted  in  tangible  as 
well  as  intangible  losses,  such  as  the  loss 
of  customer  relationships,  banking  net- 
works, and  management  information  sys- 
tems. Finally,  rehabilitating  and  selling 
off  remaining  assets  of  liquidated  banks 
has  been  long,  cumbersome  and  com- 
plicated process. 

In  retrospect,  Indonesia  possessed  an 
excellent  banking  regulations;  it  was  the 
failure  of  implementing  these  regulations 
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cess  of  democratic  consolidation.  They 
"  also  were  a  sign  that  elites  and  pub- 
lics were  coming  down  from  euphoric 
and  ephemeral  'high'  of  democratiza- 
tion and  were  adapting  to  the  grubby 
and  plodding  'low'  of  democracy.  They 
were  learning  that  democracy  rests 
•  on  the  premise  that  governments  will 
fail  and  that  hence  institutionalized 
ways  have  to  exist  for  changing  them. 
Democracy  does  not  miean  that  prob- 
lems will  be  solved;  It  does  mean  that 
rulers  can  be  removed;  and  the  es- 
sence of  democratic  behavior  is  doing 
the  latter  because  it  is  impossible  to 
do  the  former.  Disillusionment  and  the 
lowered  expectations  it  produces  are  the 
foundation  of  democratic  stability.  De- 
mocracies become  consolidated  when 
people  learn  that  democracy  is  a  solut- 
ion to  the  problem  of  tyranny,  but  not 

necessarily  to  anything  else."^° 

In  the  end,  "enthusiasm  for  democracy, 
participation  in  electoral  politics,  and  the 
popularity  of  democratic  leaders"  will  all 
decline  significantly  with  the  passing  of 
time.  It  is  now  left  to  the  citizens  of  Indo- 
nesia to  do  what  is  best  for  their  nation. 
They  should  ask  the  government  to  pri- 
oritize the  strengthening  of  democracy 
above  others.  They  should  ask  the  busi- 
ness leaders  to  take  a  role  in  stabilizing 
the  economy  system  that  have,  for  so 
long,  been  bedridden  as  a  result  of  col- 
lusion, corruption,  and  nepotism.  They 
should  ask  the  people  to  give  the  gov- 
ernment a  chance  at  making  it  all  hap- 
pen. And  they  should  ask  the  whole 
world  to  join  them,  under  the  banner 
of  democratic  consolidation. 
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tpm."^^  Thus,  the  failure  of  the  New  Order 
regime  is  largely  attributable  to  the  pre- 
vailing conception  that  the  government,  in 
itself,  is  the  law. 

With  the  fall  of  Soeharto's  New  Order 
regime,  Indonesia's  new  government  has 
to  decide  on  what  to  do  with  the  doctrins, 
laws,  civil  servants,  as  well  as  the  prede- 
cessor government.  Even  if  predecessor 
government  are  not  prosecuted  for  their 
authoritarian,  crimes,  at  a  very  minimum  it 
is  necessary  to  bring  into  the  open  the  ex- 
tent of  the  crimes  and  the  identity  of  those 
responsible  and  thus  establish  afull  and  un- 
challengeable public  record. 

In  actual  practice,  however,  the  efforts 
of  prosecuting  authoritarian  criminals  are 
usually  determined  by  countless  other  fac- 
tors aside  from  legal  considerations.  Such 
factors  include  "the  country's  course  of  pol- 
itics, the  nature  of  democratization  process, 
and  the  distribution  of  political  power 
during  and  after  the  transition."  As  it 
was  in  many  other  democratizing  coun- 
tries, no  effective  prosecution  and  punish- 
ment of  the  previous  authoritarian  govern- 
ment have  eventually  taken  place.  "In  the 
countries  that  democratized  before  1990, 
only  in  Greece  were  there  a  substantial 
number  of  authoritarian  officials  subjected 
to  meaningful  trial  and  prosecution."^^ 

With  the  dawn  of  a  new  era  of  demo- 
cracy, the  task  of  improving  its  law  enforce- 
ment mechanism  has  become  one  of  the 


Ross  H.  McLeod.  "Soeharto  Indonesia:  A 
Better  Class  of  Corruption."  The  Indonesian  Quar- 
terly. XXVII,  1  (First  Quarter  2000). 

^^Huntington.  "The  Third  Wave."  214. 

^^Ibid.,  215. 


most  difficult  tasks  that  Indonesia  has 
ever  come  to  terms  with.  For  so  long,  In- 
donesia was  dominated  by  the  prevailing 
ideology  that  'some  rules  could  be  bent, 
while  others  could  be  broken.'  Having  been 
deeply  ingrained  in  the  mentality  of  the  In- 
donesian citizens,  this  ideology  has  become 
the  rule  of  law  itself.  It  is  now  up  to  the 
nation's  new  group  of  principal  political 
elites  to  work  together  to  deal  with  this 
problem  and  to  refrain  from  exploiting  the 
problem  for  their  own  immediate  material 
or  political  gain. 

ESTABLISHING  A  DEMOCRATIC  PO- 
LITICAL CULTURE 

if  newly  democratic  regimes  are  to  be 
consolidated,  their  political  elites  and  pub- 
lics have  to  first  develop  a  strong  believe 
in  the  value  of  the  democratic  system. 
In  the  case  of  Indonesia,  the  country's 
principal  political  elites,  including  party 
leaders,  military  leaders,  as  well  ais  busi- 
ness leaders,  have  to  put  aside  their  differ- 
ences and  work  together  to  deal  with  the 
problems  confronting  their  society.  The 
publics,  on  the  other  hand,  have  to  be 
able  to  distinguish  between  the  nation's 
political  regime  and  the  government  or 
ruler.  Therefore,  regardless  of  how  in- 
effective the  government  might  perform, 
the  people  would  be  able  to  remain  com- 
mitted to  the  system  of  democracy.  An 
unsupportive  ma.nner  towards  the  gov- 
ernment that  a  democratic  election  has 
produced  should  not  imply  an  unsupport- 
ive attitude  towards -democracy  itself.  As 
stated  by  Huntington, 

"Disillusionment  with  democratic  rulers 
and  nostalgia  for  authoritarian  ones 
were  an  essential  first  step  in  the  pro- 
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dismal  performance  of  the  highly  cen- 
tralized New  Order  regime,  which  alienated 
the  local  population  and  regional  admin- 
istrations from  the  decision  making  process 
of  essential  government  policies.  Actually, 
the  non-participative  process  of  develop- 
ment during  the  New  Order  regime  played 
a  part  in  sharpening  the  social  fragmenta- 
tion {TEMPO  2000di\  Nombo  2000). 

Likewise,  in  view  of  the  democratic  na- 
ture of  the  current  government  (East  Timor 
has  become  a  model  after  separating  from 
Indonesia),  it  has  as  well  provided  further 
impetus  that  many  conflicts  are  expressed 
openly,  a  situation  that  was  not  engrossed 
during  the  previous  regime.  This  situation 
provides  real  justification  onto  rationale  of 
embodying  conflict  resolution  perspective 
in  public  management.  Fundamentally,  the 
goal  of  conflict^resolution  is  to  shape  new 
sociopolitical  arrangements  that  will  em- 
power the  parties,  meet  their  vital  needs 
for  identity  and  security  and  lay  the  found- 
ation for  a  stable,  cooperative  relationship 
consistent  with  the  welfare  and  develop- 
ment of  each  party. 

Then  again,  the  current  attempt  to  re- 
form and  adapt  the  bureaucracy  into  the 
country's  changing  socioeconomic  and  po- 
litical environment  (like  the  implementation 
of  regional  autonomy  program  and  decen- 
tralization) requires  public  administrators 
to  be  aware  and  thoroughly  prepared  on 
how  to  resolve  conflict  at  both  interpersonal 
and  interorganizational  levels.  Ironically, 
conflict  resolution  is  an  indispensable  com- 
ponent of  contemporary  public  manage- 
ment and  that  it  is  quite  high  time  the  field 
starts  paying  serious  attention  to  it. 

The  particular  contribution  of  the  con- 
flict resolution  perspective  is  that  it  is  sen- 


sitive to  conflict  and  inclined  to  conflict 
resolution.  In  modem  Indonesia  where  po- 
litical parties  contend,  gender  and  ethnic 
awareness  awaken,  and  citizens'  expecta- 
tions of  the  government  rise,  a  conflict 
resolution  perspective  provides  a  concep- 
tual tool  to  assist  with  the  task  of  "recon- 
ciling the  irreconcilable."  Equally,  this  is 
destined  as  the  primary  mission  of  public 
administrators  (Rosenblbom  1989). 

This  article  is  aimed  to  examine  the 
relevance  of  conflict  resolution  perspec- 
tive in  contemporary  Indonesia.  Although 
given  less  attention,  undoubtedly,  the  realm 
of  conflict  resolution  is  quite  inescapable. 
This  paper  also  recommends  what  is  to  be 
done  in  order  to  revitalize  the  potential  of 
this  field,  which  is  quite  imperative  for 
the  course  of  national  development. 

CONFLICTS  CONFRONTING  INDONESIA 

Unquestionably,  moving  into  recent 
years,  the  conflicts  that  confront  both  the 
Indonesian  bureaucracies  are  much  more 
complex,  multifaceted  and  intense.  Even 
the  business  sector  is  scrupulously  unsafe 
not  just  from  mounting  pressure  of  the 
government,  but  also  from  the  public  (for 
instance  conflict  between  the  local  com- 
munity against  investors)  and  the  media. 
People  demanding  lower  production  and 
even  closure  are  besieging  management; 
local  governments  are  demanding  more 
shares;  individuals  are  offering  protection 
or  else.  In  nutshell,  apart  from  the  typical 
interpersonal  and  inter-organizational  con- 
flicts such  as  persormel  grievances,  labor 
disputes  and  organizational  jurisdiction  dis- 
putes, many  institutional  level  conflicts 
have  also  surfaced  or  intensified. 


Gonflict  Resolution  Perspective 
in  Indonesia:  What  is  to  be  Done?* 

Raphael  Lengesa  Nombo 


INTRODUCTION 

MANY  discussions  on  public  man- 
agement have  focused  on  how 
to  deliver  community  services 
entrepreneurially  and  innovatively  (Savas 
1987;  Osborne  and  Caebler  1992;  Os- 
borne and  Plastrik  1997);  how  to  admin- 
ister the  will  of  the  people  efficiently  and 
effectively  (Gulick  and  Urwick  1937)  and 
how  to  be  accountable  and  responsive  to 
the  society  in  general  (Waldo  1948).  So  far, 
the  field  has  had  much  less  emphasis  on 
aspect  of  conflict'  resolution,  notwithstand- 
ing occasional  studies  have  reflected  the 
conflicting  nature  of  the  public  administra- 
tors' work  or  addressed  micro-level  conflict 
resolution  in  the  bureaucracy  (Vizzard 
1995). 

Over  the  past  few  years,  though,  Indo- 
nesia has  witnessed  a  number  of  socioeco- 


* 

The  opinions  expressed  in  this  article  are 
those  of  the  author  and  do  not  necessarily  repre- 
sent the  views  of  the  Tanzania's  Ministry  of 
Foreign  Affairs  and  international  Cooperation. 

'conflict  is  perceived  as  the  manifest  purpose 
In  the  struggle  for  status,  power  and  resources. 
Conflict  occurs  In  many  situations.  And  actors  in 
conflict  can  be  individuals,  social  groups,  formal  or- 
ganizations or  political  and  social  Institutions.  For 
the  purpose  of  this  article,  the  reflected  conflicts 
are  those  with  multidimensional  impact  to  the  In- 
donesian society.  Please  see  in  Brickman  (1974). 


nomic-cum-political  events  and  conflicts 
(Legowo  1999).  The  conflicts  have  not 
just  called  on  serious  attention  of  the  cur- 
rent government,  butalso  reaching  a  magni- 
tude that  some  shrewd  western-media 
columnists  described  this  famous  archipel- 
ago as  a  "messy"  state  {The  Jakarta  Post, 
7  Oct.  2000  and  3  Jan.  2001).  it  is  an  in- 
clined, if  not  candid  description  of  where 
Indonesia  stands  today  when  it  comes 
tp  the  process  of  democratization.  One  key 
question  is  what  facilitated  such  a  trend? 

Whereas  in  some  developing  countries, 
the  problems  of  conflict  stems  from  the 
past  wrongs  (colonial/post  colonial  legacy) 
or  historical  claims  (/45/aweeA' 2000),  in  In- 
donesia, what  happened  was  that  during 
more  than  three  decades  under  the  New 
Order  regime,  nation  and  character  build- 
ings, two  aspects  that  Indonesia's  founding 
president  emphasized  on,  were  completely 
abandoned.  Instead,  the  New  Order  regime 
emphasized  on  thee  material  development 
of  the  country  while  encouraging,  for  pur- 
pose of  self-preservation,  the  strengthen- 
ing of  sectarian  interests  through  the 
education  system  {The  Jakarta  Post,  4  Jan. 
2000).  The  spirit  of  national  unity  and  the 
sense  of  belonging  to  one  nation,  which 
the  first  president  cultivated  and  eventu- 
ally established,  were  let  to  crumble.  Be- 
sides, the  current  consequent  explosion 
of  conflicts  is  partly  speeded  up  by  the 
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Jic  administration  research  calls  for  more 
attention  to  be  focused  on  conflict  studies 
on  the  part  of  both  public  administration 
scholars  and  practitioners  (Lan  1997). 
While  frequent  efforts  to  report  on  con- 
flict-related issues  in  Indonesia  are  more 
renowned  from  popular  newspapers/ 
magazine  than  books  or  journals  hitherto, 
the  reporting  approach  is  merely  jour- 
nalistic, whereby  in  certain  circumstances, 
unequivocally  lacks  in  some  empirical 
evidence.  This  shortcoming  is  very  com- 
mon not  just  in  Indonesia,  but  also  in 
many  other  developing  countries. 

THE  RELEVANCE  OF  CONFLhCT  RESO- 
LUTION PERSPECTIVE  IN  INDONESIA 

Scholars  differ  in  their  views  on  the  rel- 
evance of  conflict.  Essentially,  attitudes  to- 
ward conflict  in'^ublic  administration  have 
changed  considerably  in  the  last  40  years. 
One  school  of  thought  represented  by 
the  interactionist  or  traditionalisf  regards 
conflict  as  having  potentially  destructive 
relevance  to  the  community^.  This  view 
shows  that  the  most  essential  task  of  con- 
flict study  is  to  search  for  reasonable  ways 
to  ameliorate  or  remove  the  causes  of  con- 
flict because  conflict  is  observed  not  only 
unnecessary  or  harmful,  but  also  reflects 
that  there  is  something  wrong  within  the  or- 
ganization or  society  (Stoner  and  Wankel 
1986). 

Another  view  perceives  conflict  as  quite 
.unavoidable  with  either  destructive  or  con- 


This  view  Is  represented  by  Stephen  P.  Robblns 
(1974). 

^Some  early  administrators  and  management 
guru  generally  thought  that  conflict  emerged  only 
If  administrators  failed  to  apply  sound  public  man- 
agement or  leadership  principles. 


structive  potential  to  the  community  (Coser 
1956;  Lorenz  1966),  yet  having  some  pos- 
itive relevance.  First,  conflict  helps  estab- 
lish groups  and  personal  identities.  For  ex- 
ample, external  conflict  in  certain  circum- 
stance often  fosters  internal  cohesiveness 
and  loyalty  within  the  group. 

Second,  conflict  forces  one  to  check  and 
assess  oneself.  It  stimulates  interest  and 
curiosity  in  others  and  promotes  innova- 
tion, change  and  advance  in  groups  that 
are  driven  to  seek  a  competitive  advantage 
in  the  conflict.  The  seemingly  interminable 
conflict  in  Indonesia  between  the  executive 
organs  of  government  vers  us  the  legislature 
provides  a  good  case'  in  point. 

Third,  conflict  is  a  useful  condition  for 
particular  individuals  to  enjoy  freedom  to 
choose  their  own  course  of  action.  This 
freedom  derives  from  the  inability  of  either 
side  in  the  conflict  to  put  into  effect  its 
value  in  its  entirety.  There  is  no  doubt 
that  the  intensified  conflict  between  the 
New  Order  regime  and  demonstrating  stu- 
dents as  well  as  the  general  public  not 
only  paved  the  way  for  resignation  of  Pres- 
ident Soeharto,  but  also  established  con- 
ducive environment  for  the  democratization 
process  (Soesastro  2000). 

Fourth,  sometimes,  conflict  is  likely  to 
have  stabilizing  and  unifying  functions  for 
relationships  in  loosely  structured  societ- 
ies. 

One  vivid  lesson  of  the  effective  use 
of  conflict  involves  the  recent  call  for  banis- 
hing bureaucracy  dj\A  reinvention  '\n  public 
management.  Since  the  1980s  antigovern- 
ment  attitude  (King  and  Stivers  1998)  has 
been  widespread.  Public  servants'  morale 
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.Frankly,  the  conflicts  Include  those 
emerging  from  the  enigmatic  clash  be- 
tween Christians  versus  Muslims  (Asia- 
week 2000;  The  Jakarta  Post,  3  Jan.  2000); 
conflict  developing  from  the  implementa- 
tion of  regional  autonomy  and  decentral- 
ization versus  the  need  to  sustain  central- 
ization of  authority  in  certain  government 
sectors^;  increased  bureaucratic  corrup- 
tion versus  the  enduring  problems  of 
poverty  (The  Jakarta  Post,  6  Jan.  2001); 
conflict  emanating  from  reform  effort  di- 
rected at  the  military's  dw/  fungsi  doc- 
trine versus  the  legitimate  new  role  of 
the  bureaucracy;  everlasting  conflict  be- 
tween the  executive  (Presidency)  branch 
of  government  versus  the  legislature  (Par- 
liament); the  interethnic  tensions  focused 
on  breakaway  versus  the  need  to  protect 
the  territorial  sovereignty;  shaken  public 
confidence  on  the  slow  process  of  re- 
covery versus  the  increased  need  for  eco- 
nomic stability  as  a  result  of  1997  eco- 
nomic meltdown  and  increased  foreign 
debts  (which  is  almost  US$144  billion) 
versus  increased  pressure  for  public 
spending  on  social  programs. 

The  length  of  this  list  underscores  the 
call  that  policy  makers  in  Indonesia  cannot 
govern  well  without  adequate  understand- 
ing of,  and  skills  in  conflict  management. 

Notwithstanding,  today's  mainstream 
public  administration  literature  in  Indonesia 
hcis  serious  gap  on  developing  systematic 


'  The  implementation  of  regional  autonomy 
will  ensure  transfer  of  power  from  the  central  gov- 
ernment to  the  provinces.  Considering  this  imple- 
mentation, particularly  In  the  education  sector 
some  analysts  feel  a  bit  pessimistic  on  Its  success 
especially  when  referring  to  the  Impact  jn  the  edu- 
cation system.  Please  see  The  Jakarta  Post  (25 
Nov.  &  9  Dec.  2000). 


efforts  in  the  understanding  of  conflict  re- 
solution and  its  various  related  rationale 
to  the  civil  service  as  well  as  the  general 
public.  The  lack  of  concern  of  public  ad- 
ministration on  issues  of  multi-ethnicity  is 
very  obvious  if  one  observes  the  limited 
number  of  articles  or  research  on  ethnic 
conflicts  and  the  bureaucratic  politics  (Ef- 
fendi  1999).  For  instance,  in  two  reput- 
able Indonesian  joumals^  surveyed,  more 
precisely  at  the  period  between  1 996  to 
1999,  none  has  fundamentally  addres- 
sed on  the  issue  of  conflict  resolution 
and/or  management  (Table  1).  What  is 
even  more  surprising,  however,  the  re- 
viewed journals  from  leading  Universities/ 
Institutes  such  as  Gadjah  Mada  Univer- 
sif/,  the  University  of  Indonesia,  Dipone- 
goro  I'niversity,  the  Bandung  Institute  of 
Technology,  and  the  Bogor  Institute  of 
Agriculture  sporadically  covers  special 
issues  on  conflict  resolution. 

The  paucity  of  literature  on  conflict  res- 
olution in  contemporary  mainstream  pub- 
Table  1 

PUBLISHED  ARTICLES 
ON  CONFLICT  RESOLUTION 


Title  of 

Journal/Year       1996  1997  1998  1999  Total 


The  Indonesian 

Quarterly  -       -        -        2*  2 

Jurnal  Masyara- 

kat  Indonesia     -      2      '  -       -  2 

Total  -      2       -       2*  4 

Note:  *  The  articles  were  not  absolutely  linked  to 
conflict  resolution  but  rationally  reflected 
on  the  conflict  perspective. 


The  Indonesian  Quarterly  and  Journal  Ma- 
syarakat  Indonesia. 
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orf  citizens'  rights.  Ironically,  proportional 
representation  considers  recruitment  of 
human  resources  based  on  ethnic  represen- 
tation. 

This  approach  is  crucial  in  that  it  em- 
powers the  people.  Nonethelesij,  if  this  ap- 
proach is  instituted  without  any  confines 
and  higher  care  (according  to  experts  there 
are  some  provinces  lacking  educated  work- 
forces) thus  far,  many  observers  predict  that 
it  may  facilitate  discrimination  (there  is  al- 
ready concern  that  once  the  regions  get  full 
autonomy,  some  will  expel  nonindigenous 
people),  injure  national  unity^  and  national 
interest  (Goodpaster  and  Ray  2000).  To  en- 
sure equity,  representation  and  justice,  the 
effectiveness  df^government  as  well  as  con- 
trol of  administrative  discretion,  regional 
autonomy  should^mphasize  on  the  aspect 
of  proportional  representation  specifically 
on  the  recruitment  of  middle  and  lower  level 
cadres.  Alternatively,  recruitment  of  the  top 
echelon  positions  in  provinces  should  be 
open  through  competitive  civil  service  pro- 
cedures. Quite  probably,  this  will  lessen 
conflict. 

Third,  basically,  Jndonesian'  policy  mak- 
ers s hou Id-pay  sericsus  attention  on  affirma- 
tive actions  in  the  allocation  of  resources 
and  funds  to  various  target  groups.  This 
considers  the  fact  that  public  policies  and 
programs  sometimes  tend  to  create  policy 
gainers  and  losers  in  the  society  (Nombo 
1999).  For  example,  in  the  State  Budaet 
1999/2000  and  2000,  the  government 
allocated  a  much  bigger  appropriation  for 


Wirh  the  New  Year,  the  regional  autonomy 
bill  comes  into  effect,  and  many  fear  It  will  only 
add  to  the  turmoil  besetting  the  nation.  Please 
see  special  Issue  of  The  Jakarta  Post,  21  December 
2000  dedicated  to  the  implementation  of  regional 
autonomy. 


regional  administrations  (only  provinces 
with  rich  in  natural  resources)  and  auth- 
orized local  administration  to  manage  the 
bulk  of  public  sector  investment. 

Fourth,  it  is  necessary  that  public  admin- 
istrators in  Indonesia  begin  comprehending 
on  the  potential  of  effective  communicat- 
ions in  order  not  only  to  effect  good  re- 
sults in  government  business,  but  also  as 
a  way  toward  evading  conflicts.  Conceiv- 
ably, reporting  is  one  of  the  most  cardinal 
features  in  Luther  Gulick's  mnemonic 
POSDCORB,  a  summary  categorization  of 
the  tasks  of  public  management.  Indeed, 
while  many  public  administrators  in  dev- 
eloped countries  are  actually  prominent  in 
shaping  government  administration  and 
policy  because  they  give  emphasis  to  ef- 
fective communication  (Carnett  1992),  it 
has  all  along  been  realized  iat  the  same  em- 
phasis is  highly  fading  away  in  our  bur- 
eaucracies. More  realistically,  in  Indonesia 
today  some  conflicts  have  escalated  due 
partly  to  lack  of  effective  communication 
between  the  government  and  its  publics. 
Indications  of  this  include  the  Atambua 
accident  where  three  UN  employees  were 
brutally  murdered  by  the  militia  {TEMPO 
2000b). 

Fifth,  there  is  urgent  requisiteness  to 
strengthen  research  and  development  on 
conflict-related  issues  in  both  leading  uni- 
versities/institutes. National  Agency  for 
State  Administration  as  well  as  in  the  third 
sectororganizations  (NGOs).  Meanwhile,  the 
government  should  strive  to  utilize  avail- 
able information/knowledge  from  research 
into  formulating  public  policies  focused  to 
resolve  conflicts.  Sincerely,  with  all  this 
in  mind  of  our  policy  makers,  things  will 
never  be  the  same  in  Indonesia. 
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has  dropped  to  an  ill-time  low  (Savas  1987; 
Steel,  Davenport  and  Warner  1993;  Norling 
and  Rahman  1995).  Consequently,  innov- 
ative public  administrators  called  for  a  re- 
invention of  government  (Osborne  and  Gae- 
bler  1992)  as  contrary  to  joining  the  crowd 
and  constantly  bashing  public  managers. 
Whilst  analysis  of  the  reinvention  princi- 
ples could  be  further  debated  and  perhaps 
"reinvented,"  the  positive  attitude  of  the  re- 
invention drive  toward  conflict  has  offered 
an  opportunity  to  revitalize  not  only  the 
American  public  management,  but  also  In- 
donesia's and  many  other  developing  coun- 
tries' bureaucracies.  In  this  sense,  a  greater 
insight  of  the  possible  relevance  of  conflict 
can  help  public  administrators  turn  destruc- 
tive conflicts  into  constructive  endeavors. 

The  positive  opportunities  that  coiifMct 
provides  are  also  discussed  in  the  literature 
on  alternative  dispute  resolution  (ADR)  or 
sometimes  called  'delegalization'.  it  is  ar- 
gued that  when  conflict  is  resolved  through 
alternative  dispute  resolution  techniques, 
such  as  negotiation  and  consensus  build- 
ing, may  emphasize  the  need  for  sound 
scientific  information  and  a  broadened 
knowledge  base  (Scimecca  1993).  In  this 
insight,  conflict  is  not  necessarily  a  threat. 
For  that  reason,  the  sensitivity  of  public 
administrators  to  the  opportunities  pro- 
vided by  conflict  could  make  a  difference 
in  the  outcome  of  the  conflicts. 

CONCLUSIONS  AND  RECOMMEND- 
ATIONS 

in  the  near  future,  the  Indonesian  gov- 
ernment will  fully  implement  regional  auto- 
nomy and  decentralization  program.  To 
guarantee  the  smooth  implementation  of 
this  program  hitherto,  the  central  govern- 
ment in  cooperation  with  other  institutions 


must  indemnify  that  there  are  various  suff- 
icing preparations,  including  establishing 
a  conducive  environment  in  which  public 
administrators  are  capable  not  only  to  re- 
solve internal  factionalism,  but  also  to  rein- 
vigorate  the  declining  law  and  order  (to 
ensure  conflicts  are  ultimately  resolved 
through  binding  decisions  of  an  indepen- 
dent judicial  body).  What  is  to  be  done  in 
order  to  achieve  this  objective?  The  follow- 
ing recommendations  are  yet  constitutive. 

First,  there  is  exhortative  need  to  estab- 
lish a  direct  link  between  the  provincial 
administrations  and  the  leading  state  uni- 
versities (with  peace  and  conflict  resolution 
research  centers)  on  conflict-related  issues. 
This  is  very  important  in  terms  of  adminis- 
tering short-term  training  programs  or  re- 
search, which  will  be  aimed  to  expose  local 
administrators  on  techniques  of  conflict  re- 
solution. The  National  Agency  for  State  Ad- 
ministration —  Lembaga  Administrasi  Ne- 
gara  (LAN),  whose  main  function  is  train- 
ing and  education  for  civil  servants,  re- 
search and  development  and  the  formulat- 
ion of  policy  advise  to  the  executive  branch 
of  government  may.  also  review  its  curri- 
culum, this  time  focusing  on  the  current 
requirements  to  resolve  community  con- 
flicts. The  Agency  could  as  well  liase  with 
certain  international  organizations  like  the 
United  Nations  Development  Programme 
(UNDP)  with  a  view  to  jointly  devise  a  special 
program  on  conflict  resolution  targeted  to 
the  local  administrators  from  the  conflict- 
ridden  regions. 

Second,  to  improve  the  capacity  of 
public  management  in  the  process  of  re- 
solving conflict,  particularly  on  the  issue 
of  multi-ethnicity  in  Indonesia,  it  is  essen- 
tial to  utilize  the  proportional  representa- 
tion approach  with  limits  in  order  to  confer 
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JNTRODUCTION 

GLOBALIZATION  —  the  world's  eco- 
nomic, political,  social  and  cul- 
tural integration  —  has  been  one 
of  the  most  discussed  subjects  in  the  de- 
velopment policy  debate  during  the  past 
decade  or  so,  ^hd  is  bound  to  influence 
thinking  and  policy  making  in  the  new 
millennium.  Government  actions  in  the 
sphere  of  trade  and  financial  market  liber- 
alization coupled  with  technological  de- 
velopments in  transportation,  information 
and  communication  have  led  to  unpreced- 
ented specialization  in  production,  with  pat- 
terns changing  to  exploit  comparative  ad- 
vantage on  a  world-wide  scale.  Through  a 
high  degree  of  market  integration,  global- 
ization is  shaping  a  new  environment  that 
has  direct  bearing  on  human  security  and 
overall  welfare  of  the  nation. 

There  are  some  undeniable  push  and 
pull  factors  that  drive  developing  countries 
to  merge  into  global  economy.  The  pull  is 
obviously  the  advanced  information  and 
communication  technology.  The  push  is 
more  complex,  i.e.,  a  combination  of  trade 
deficits,  debt  service  obligations  and  eco- 
nomic regulations.  Together,  these  factors 


continue  the  seemingly  irreversible  race  of 
globalization  to  get  as  big  a  slice  as  possible 
of  the  illusive  global  economic  pie.  For  in- 
stance, developing  countries  of  Asia  and 
the  Pacific  have  been  participating  actively 
in  the  global  economy.  But  the  impulses 
and  imperatives  of  participation  do  not  op- 
erate in  one  direction.  Obviously,  there  are 
winners  and  losers  in  the  process  as  there 
are  variations  in  the  level- and  pace  of  in- 
tegration, owing  to  the  wide  diversity  of 
their  economic,  social  and  political  circum- 
stances. 

The  more  industrialized  East  Asian  eco- 
nomies have  almost  been  fully  integrated 
into  the  world  economy.  Southeast  Asian 
countries  are  on  their  way  to  integration, 
but  their  outcomes  have  been  more  varied. 
Other  developing  countries  in  the  region 
have  used  liberalization  reforms  to  speed 
up  their  integration,  but  by  no  means  does 
it  have  the  depth  and  scope  seen  in  Far  East 
and  Southeast  Asia.  A  handful  of  Asian 
developing  countries,  though  have  oriented 
strategies  to  benefit  from  the  vast  oppor- 
tunities created  by  globalization,  find  it 
difficult  to  integrate  effectively  into  the 
world  trading  system  on  a  fair  and  equit- 
able basis  (UN  2000). 
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The  negative  impact  of  globalization 
does  not  lie  on  a  matter  of  geographical 
position.  When  human  security  is  under 
threat  anywhere  on  the  globe,  it  can  affect 
people  everywhere.  Ethnic  conflicts,  social 
disintegration  and  terrorism  are  different 
manifestations  of  the  same  reality  and  can 
no  longer  be  confined  within  national 
boundaries.  Most  threats  take  on  a  global 
character  because  of  the  growing  dispar- 
ities between  people,  regions  and  countries. 
And  frustrations  over  disparities  —  in  in- 
comes and  political  power  —  often  turn 
into  serious  civil  conflicts  between  gnoups, 
whether  ethnic,  religious  or  social  in 
nature. 

GLOBALIZATION  OR  POLARIZATION 

Yet,  to  some  people,  globalization  con- 
jures up  images  of  the  promised  land 
where  everyone  benefits.  Government  act- 
ions in  the  sphere  of  market  and  financial 
reform  have  already  led  to  phenomenal 
surges  in  international  trade  and  invest- 
ment. World  exports  (worth  $7  trillion) 
averaged  21%  of  global  GDP  in  the  1990s 
compared  with  17%  of  a  much  smaller 
GDP  in  the  1970s.  International  bank 
lending  grew  from  $265  billion  in  1975 
to  $4.2  trillion  1994.  The  daily  turnover 
in  foreign  exchange  markets  increased 
from  around  $10-20  billion  in  the  1970s 
to  $1.5  trillion  in  1998.  Foreign  Direct 
Investment  (FDI)  amounted  to  $400  billion 
in  1997,  seven  times  the  level  in  real  terms 
in  the  1970s.  Developing  countries  share 
in  recorded  world  FDI  inflows  rose  steeply 
from  about  15%  in  the  late  1980s  to  about 
40%  in  1  994  (Nunenkamp  et  al  1 994;  OECD 
1994;  UNDP  1999).  But  these  promising 
trends  mask  a  grim  reality  —  that  is  uneven- 
ness  in  the  advances  and  effects. 


The  past  decade  has  shown  increasing 
concentration  of  income,  resources  and 
wealth  among  people  and  countries.  The 
net  worth  of  the  world's  200  richest 
people  increased  from  $440  billion  to  more 
than  $1  trillion  in  just  four  years  from  1 994 
to  1998.  The  income  gap  between  the 
top  fifth  of  world's  people  and  the  bot- 
tom fifth  was  74:1  in  1997,  up  from  30:1 
in  1960.  Gaps  between  countries  also 
continue  to  exist.  By  1997,  the  top  20% 
of  the  world's  people  living  in  the  high- 
est-income countries  had  86%  of  world 
GDP,  82%  of  world  export  markets  and 
68%  of  foreign  direct  investment.  The 
bottom  20%  of  the  world's  people  living 
in  the  leased  developed  countries  had 
just  1%  share  in  each  of  these  indicators 
(UNDP  1999). 

REGIONAL  DISPARITY 

There  are  gross  disparities  on  geo- 
graphical scales.  Organization  for  Eco- 
nomic Cooperation  and  Development 
(OECD)  countries,  for  instance,  with  only 
19%  of  the  world  population,  have  71% 
of  global  trade  in  goods  and  services,  and 
58%  of  foreign  direct  investment  in  1997. 
Within  the  developing  world,  in  East  Asia, 
for  instance,  per  capita  incomes  today 
are  more  than  7  times  what  they  were  in 
1960.  But  in  Sub-Saharan  Africa  and  other 
leased  developed  countries,  per  capita 
incomes  today  are  lower  than  they  were 
in  1970.  Intra-country  disparity  is  also  in- 
creasing in  many  parts  of  the  world.  In 
China,  for  Instance,  inequalities  are  widen- 
ing between  the  export-oriented  regions 
of  the  coast  and  the  inland:  the  human 
poverty  Index  is  just  under  20%  in  coastal 
provinces,  but  more  than  50%  in  inland 
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THE  MYTHS  AND  RISKS  OF  ECONOMIC 
GLOBALIZATION 

Economic  globalization,  which  retlects 
the  deepening  structural  interdependence 
of  the  world's  economies,  requires  national 
governments  to  reach  out  the  interna- 
tional partners  as  the  best  way  to  man- 
age changes  affecting  trade,  financial 
flows,  and  the  global  environment.  On  the 
other  hand,  localization,  which  reflects 
the  growing  desire  of  people  for  a  greater 
say  in  the  government,  manifests  itself 
in  the  assertion  of  regional  identities.  It 
pushes  national  governments  to  reach 
down  to  the  localities  as  the  best  way 
to  manage  changes  affecting  domestic  po- 
litics and  patterns  of  growth. 

Despite  the  fundamental  differences  in 
policy  orientation  and  outlook  economic 
globalization  now  seems  to  capture  a 
widespread  feeling  that  opening  up  na- 
tional economies  to  trade  and  private  cap- 
ital while  sharply  reducing  the  state  role 
is  the  best  way  to  spur  growth  and  de- 
velopment (World  Bank  2000;  Monbiot 
2000).  The  process  Is  praised  for  the 
new  opportunities  it  brings  such  as  ac- 
cess to  markets  and  technology  transfer 
—  opportunities  that  hold  out  the  pro- 
mise of  increased  productivity  and  higher 
living  standards.  The  G-7,  G-10,  and 
G-22  groups,  the  world's  ffnancial  insti- 
tutions and  a  number  of  major  regional 
trading  blocs  have  been  working  hard  to 
find  new  ways  to  get  the  message  across. 
Even  the  United  Nations  (UN),  previously 
a  hardliner  is  now  keen  to  safeguard 
open  markets  while  at  the  same  time 
creating  a  human  face  for  the  global  eco- 
nomy. 


But  for  the  poor  majority,  globalization 
holds  fightening  connotations.  Though 
open  up  unprecedented  opportunities  for 
national  growth  —  access  to  foreign  cap- 
ital markets,  import  ideas,  investment  goods 
and  intermediate  inputs,  the  forces  of  glo- 
balization carry  with  them  the  threats  of 
economic  and  political  instability.  Not  too 
long  ago,  the  experience  of  the  Asian 
Tigers  was  cited  as  exemplary  proof  of 
the  benefits  of  globalization.  But  the  situ- 
ation has  become  much  more  complex 
and  messier  now.  The  positive  examples 
tend  to  be  less  individual  countries  than 
specific  groups  within  countries:  those 
who  possess  specialized  skills  and  those 
who  hold  or  who  have  the  ability  to 
mobilize  capital. 

Becoming  integrated  into  an  increas- 
ingly interdependent  world  economy  has 
also  significant  potential  costs.  As  witnes- 
sed in  some  parts  of  Asia  recently,  incre- 
ased reliance  on  volatile  international  cap- 
ital flows  can  be  a  source  of  instability. 
There  can  also  be  social  costs  as  some  in- 
dividuals or  social  groups  are  not  prepared 
to  take  advantage  of  the  new  opportunities 
created  by  globalization. 

Globalization  can  bring  about  a  real  shift 
in  power-winners  and  losers.  The  line  be- 
tween winners  and  losers  is  now  less  a 
matter  of  one  part  of  the  world  versus  an- 
other but  more  a  messy  mosaic  that  cut 
across  communities.  By  sub-dividing  labour 
markets  and  the  production  processes, 
globalization  is  not  only  generating  income 
gap  between  the  rich  and  the  poor  but 
also  breaking  up  societies  and  political  en- 
tities. The  nation-states  are  getting  weaker 
gradually,  which  results  in  decreasing  in 
social  accountability. 
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With  income,  education  and  connections 
have  cheap  and  instantaneous  access  to  in- 
formation. The  rest  are  left  with  uncertain, 
slow  and  costly  access.  This  exclusivity 
is  creating  parallel  worlds.  When  people  in 
these  two  worlds  live  and  compete  side 
by  side,  the  advantage  of  being  connected 
will  over  power  the  marginal  and  impover- 
ished, cutting  off  their  voices  and  concerns 
from  the  global  conversation. 

THREATS  TO  HUMAN  ECONOMIC  SE- 
CURITY 

The  fast  changing  world  presents  many 
risks  of  sudden  disruptions  in  the  patterns 
of  daily  life,  either  as  a  slow  silent  process 
or  an  abrupt,  loud  emergency.  Jobs  are  be- 
coming precarious;  employers  are  adopt- 
ing more  flexible^  work  arrangements  with 
no  long-term  comitment.  I^ergers  and  ac- 
quisitions are  coming  with  corporate  re- 
structuring and  massive  layoffs.  Dislo- 
cations from  corporate  downsizing  and 
dismantled  social  protection  have  meant 
greater  economic  insecurity. 

MACRO  INSTABILITY  AND  ECONOMIC 
INSECURITY  IN  DEVELOPING  COUNTRIES 

The  first  moving  world  also  demon- 
strates risks  of  global  financial  markets.  Cri- 
sis linked  to  free  capital  movement  is  no 
longerconsidered  as  isolated  incidents;  they 
are  now  recognized  as  systematic  features 
of  global  capital  markets.  They  result  from 
rapid  buildups  and  reversals  of  short-term 
capital  flows,  and  are  likely  to  recur,  par- 
ticularly, when  national  institutions  regulat- 
ing financial  markets  are  not  well  devel- 
oped. The  recent  financial  turmoil  in  East 
and  Southeast  Asia  is  a  good  example  of 
this  reality. 


Net  capital  poured  into  this  region  (mainly 
Indonesia,  the  Republic  of  Korea,  Malaysia, 
the  Philippines  and  Thailand)  sky  rocketed 
in  the  1990s,  reaching  $93  billion  in  the 
1996.  As  turmoil  hit  market  after  market, 
these  flows  reversed  over  night  —  with 
an  outflow  of  $12  billion  in.  1997.  As 
a  consequence,  bankruptcies  spread  all 
over  the  region;  education  and  health 
budget  came  under  pressure;  more  than 
13  million  people  lost  their  jobs  in  the 
region.  In  Indonesia,  at  least  20%  of  the 
population  have  fallen  into  poverty.  As 
prices  of  essentials  went  up  rapidly,  real 
wages  fell  sharply,  down  some  40-60% 
in  Indonesia  (Lee  and  Rhee  1999;  World 
Bank  1998a;  UNFPA  1998,  UNDP  1999). 
The  cumulative  effects  of  all  these  even 
go  deeper  —  all  countries  report  erosion 
of  their  social  fabric. 

The  most  troubling  feature  of  these 
new  capital  flows  is  that  they  are  typically 
confined  to  heavily-traded  liquid  financial 
assets,  largely  independent  of  performance 
of  the  real  economy.  Views  in  financial  mar- 
kets can  change  with  astonishing  speed 
and  devastating  implications  for  the  re- 
cipient countries.  This  is  evident  not  only 
from  the  exchange  rate  crisis  in  many  parts 
of  East  and  South-East  Asia  in  1997,  but 
also  from  breaching  of  the  exchange  rate 
mechanism  in  1 992,  and  the  collapse  of  the 
Mexican  Peso  in  1994  (UN  2000). 

Marketderegulation  and  trade  liberaliza- 
tion though  have  potentials  to  bring  incre- 
ased productivity,  especially  for  tradable 
goods,  expansion  of  trade  is  not  always  a 
guarantee  for  mole  employment  and  bet- 
ter wages-x^or  people.  In  the  summer 
of  1994,  Mexico  for  instance,  was  a  coun- 
try that  had  done  everything  right  — 
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Guizhou  (UNDP  1999).  Here,  an  important 
consideration  is  that  where  development 
occurs  unequally  across  the  national  geo- 
graphic space,  regional  differences  in  the 
levels  of  living  standard  are  likely  to  be- 
come urgent  political  issue. 

FDI  FLOWS:  TRENDS  AND  PATTERNS 

Private  capital  flows  to  developing  coun- 
tries picked  up  sharply  from  the  early  1 980s 
and  the  net  inflows  reached  $200  billion  in 
1996,  which  was  about  six  times  higher 
than  the  average  inflow  during  1983-1989 
(UN  2000).  The  flows  skyrocketed  to 
nearly  400  percent  in  just  six  years  from 
1990  to  1996,  but  most  of  these  funds 
went  to  a  handful  of  middle-income  co- 
untries. In  1997,  out  of  about  $120  billion 
in  FDI  going  to  developing  countries,  Sub- 
Saharan  Africa  received  only  $3  billion 
and  South  Asia  $4  billion.  By  contrast, 
East  Asia  and  the  Pacific  received  $53 
billion  with  China  alone  accounting  for  $31, 
billion  (UNDP  1998). 

.The  regional  distribution  of  FDI  in  the 
developing  world  between  1980  and  1994 
indicates  that  it  is  the  East  Asian  economics 
that  have  gained  the  most  from  the  inflows. 
In  1980,  for  instance,  East  Asia  attracted 
only  1  5.3  %  of  total  FDI  flows  to  LDCs.  But 
by  1994,  East  Asia's  share  rose  to  56.3%, 
largely  due  to  China's  emergence  on  world 
capital  markets.  On  the  other  hand,  Latin 
America  and  the  Cairibean  (LAC),  which 
has  traditionally  been  found  as  the  prefer- 
red host  region  for  FDI  in  the  developing 
world,  now  appears  to  be  the  main  loser, 
showing  a  decline  from  72%  to  25%  during 
this  period.  In  1980,  South  Asia  attracted 
only  2.2%  of  total  FDI  which  declined  to 
1.1%  in  1994.  Between  1988  and  1994, 
Sub-Saharan  Africa's  share  declined  from 


5.9%  to  3%  indicating  the  notion  that  FDI 
looks  for  best  performers  (Gundlach 
1997). 

INTEGRATION  OR  FREGMENTATION? 

Global  integration  is  not  new  or  un- 
precedented in  its  scale  and  scope  in  world 
history  but  technology  sets  this  era  apart 
from  any  other.  The  media  has  stimulated 
exponential  growth  in  exchange  of  ideas 
and  information;  the  diffusion  of  computer 
and  communications  —  especially  through 
the  Internet  —  has  broken  the  bounds  of 
cost,  time  and  distance.  Mobile  phones,  sat- 
ellite TV  and  cable  networks  are  connecting 
people's  life  more  deeply,  more  intensely 
and  more  immediately  than  ever  before. 

Globalization,  however,  is  sub-dividing 
communities,  societies,  nations  and  regions 
into  those  that  are  connected  and  those  that 
are  excluded.  The  Internet  is  linking  people 
in  a  new  global  network,  but  aceess  is  con- 
centrated among  people  in  rich  countries. 
According  to  UNDP  (1999),  the  top  20% 
of  the  world's  people  living  in  richest 
countries  has  93%  of  the  shares  of  Internet 
users  in  1997.  The  bottom  20%  is  reported 
to  have  less  than  1%  share  in  the  same  year. 
The  OECD  countries,  for  instance,  with 
only  19%  of  the  world  population,  account 
for  91%  of  the  users  in  1998.  North  Amer- 
ica alone  —  with  less  than  5%  of  all  people 
—  has  more  than  50%  of  Internet  users. 
In  contrast,  South  Asia,  home  of  23%  of 
world's  people,  has  less  than  1%  of  In- 
ternet users.  Despite  the  potential  of  devel- 
opments, Internet  poses  severe  problems 
of  social  exclusion. 

The  network  society  is  creating  discrim- 
inatory systems  —  one  for  the  have,  and 
the  other  for  the  have  not  group.  Those 
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izing,  the  share  of  global  GDP  from  the 
open  economics  could  rise  in  1997  to  as 
high  as  83%  or  above  the  same  level  as 
that  prevailing  one  hundred  years  ago 
(Bonte-Friedheim  et.al.  1996).  But  some- 
thing seems  to  be  shaking  the  found- 
ation of  capitalism. 

In  the  decade  of  the  1960s  the  world 
economy  grew  at  the  rate  of  5.0%  per 
year  after  correcting  the  inflation.  In  the 
1970s,  growth  dropped  to  3.6%  per  year. 
In  the  1980s  there  was  a  further  decre- 
ase to  2.8  %  per  year,  and  in  the  1990's 
the  world  could  hardly  manage  a  growth 
rate  of  2.0%  per  year  (Thurow  1996).  In 
just  three  decades  capitalism  lost  60% 
of  its  momentum.  The  eternal  varieties 
of  capitalism  —  growth,  full  employment, 
financial  stability,  rising  real  wages  — 
appear  to  be  vanishing  just  as  the  com- 
petitors of  capitalism  —  facisim,  social- 
ism, and  communism  —  vanish. 

Over  the  past  two  decades,  ennployment 
creation  has  lagged  behind  GDP  growth,  and 
the  expansion  of' trade  and  investment  in 
many  industrial  countries.  In  the  OECD 
countries,  for  instance,  despite  2-3%  growth 
in  per  capita  GDP,  unemployment  rate  did 
not  decline,  staying  at  around  7%,  with  a 
higher  rate  in  the  European  Union  (10-1 1%) 
and  lower  rates  in  japan,  Norway  and  the 
United  States.  In  all  of  Western  Europe  not 
one  net  new  job  was  created  from  1973 -to 
1994  (Solow  1994). 

In  the  United  States  (after  correcting  for 
inflation),  the  real  per  capita  GDP  rose  36% 
from  1973  to  mid-1995,  yet  the  real  hourly 
wages  of  non-supervisory  worl<ers  de- 
clined 14%.  In  the  decade  of  1980s,  all 
of  the  earning  gains  went  to  the  top  20% 


of  the  work-force,  and  an  amaizing  64% 
accrued  to  the  top  1%.  If  incomes  rather 
than  earnings  are  examined,  the  top  1% 
gets  even  more  —  90%  of  total  income 
gains.  Even  the  pay  of  the  average  For- 
tune 500  Chief  Executive  Officer  goes 
from  35  to  157  timels  that  of  .the  aver- 
age production  workers  (Thurow  1996). 
Something  within  capitalism  has  changed 
to  be  causing  these  results.  Something 
has  to  be  done  to  alter  these  unaccept- 
able results,  if  capitalism  linked-  to  trade 
and  market  liberalization  is  to  survive. 

CRITICAL  ISSUES 

The  new  rules  of  globalization  and  the 
players  who  set  them  focus  on  integrating 
global  markets.  As  a  result  of  Asian  crisis, 
however,  there  Is  now  a  growing  view  that 
a  whole  set  of  institutional  arrangements 
must  be  developed  before  countries  em- 
brace capital  account  liberalization. 

Global  markets  can  flourish  under' de- 
mocracy but  they  have  very  different  be- 
liefs about  the  proper  distribution  of  power. 
One  believes  in  a  completely  equal  distri- 
bution of  political  power,  "one  man,  one 
vote",  while  the  other  believes  that  it  is 
the  duty  of  the  economically  fit  to  drive 
the  unfit  out  of  business  and  into  eco- 
nomic extinction.  "Survival  of  the  fittest" 
and  inequalities  in  purchasing  power  are 
what  market  efficiency  is  all  about.  In- 
dividuals and  firms  should  therefore  make 
themselves  efficient  to  be  rich. 

Competitive  markets  often  benefit  only 
a  small  segment  of  the  population.  Many 
goods  and  services  that  are  critical  to 
mass  development  are  still  provided  outside 
the  market,  but  are  being  squeezed  by  the 
pressures  of  global  competition.  With  pub- 
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^balanced  its  budget,  privatized  more 
than  one  thousand  state-owned  com- 
panies, chopped  government  regulations, 
joined  the  North  American  Free  Trade 
Agreement  (NAFTA),  and  agreed  to  cut 
tariffs  and  quotas  dramatically.  Private 
capital  poured  in.  But  only  six  months 
later,  Mexico  was  in  ruins.  By  April  1995, 
500,000  iVIexican  workers  had  lost  their 
jobs  with  another  250,000  expecting  to 
joint  them  shortly.  Average  purchasing 
power  was  on  its  way  to  a  30%  decline 
(Thurow  1996). 

Growth  in  economy  is  not  necessarily 
the  problem.  Mexico  s  GDP  expanded  a 
stunning  7.8%  in  the  first  half  of  2000. 
Since  Mexico  joined  Canada  and  the  United 
States  through  inAFTA  in  1994,  exports 
have  more  than  doubled  to  $135.9  billion 
in  1998,  making  the  country  world's  13th 
biggest  trading  nation.  However,  in  a  sur- 
vey of  wealth  distribution,  the  National  Sta- 
tistics Institute  found  that  the  top  20%  of 
Mexico's  families  earned  54%  of  the  nation's 
total  wealth  in  1998.  In  1984;  their  share 
was  49%.  At  the  other  end  of  the  food 
chain,  poorest  40%  of  families  earned  Just 
1  2.4%  of  the  nation's  money  in  1 998  com- 
pared to  14.4%  in  1984  (Ballesca  2000). 

Recent  research  on  complex  humanitar- 
ian emergencies  indicates  that  "horizontal 
inequalities"  (occuring  not  only  in  incomes 
but  also  in  political  participation,  in  eco- 
nomic assets  and  social  conditions)  be- 
tween groups  are  the  major  cause  of  the 
current  wave  of  civil  conflicts.  It  may  be 
pointed  out  that  war  and  internal  conflicts 
in  the  1990s  forced  50  million  people  to 
flee  their  homes.  Presently,  there  are  more 
than  10  million  refugees  and  5  million  in- 
ternally displaced  people  in  the  world 


(UNDP  1999).  Social  tensions  and  conflicts 
are  ignited  when  there  are  extremes  of  in- 
equality between  marginal  and  the  power- 
ful. Indonesia  shows  what  can  happen  when 
an  economic  crisis  sets  off  latent  social 
tensions  between  ethnic  groups. 

THE  FUTURE  OF  CAPITALISM 

Since  the  onset  of  the  industrial  revolu- 
tion, when  success  came  to  be  defined  as 
rising  material  standards  of  living,  no  eco- 
nomic system  other  than  capitalism  has 
been  made  to  work  anywhere.  No  one  knows 
how  to  run  successful  economics  on  any 
other  principles  than  open  market.  The  pre- 
vious move  to  globalization  at  the  end  of 
the  19th  and  the  early  20th  centuries 
show  ample  instances  of  very  high  level 
market  integration,  trade  integration,  fin- 
ancial integration,  and  mobility  of  people. 
But  two  world  wars,  the  commodity  price, 
depression  of  1920s,  the  great  depression 
of  1930s,  as  well  as  the  spread  of  state 
planning,  authoritarianism,  and  militarism 
brought  the  earlier  free  trade  era  to  a  near 
halt. 

Liberalization  certainly  did  not  occur 
quickly  after  World  War  II.  By  1950,  there 
were  only  five  countries  in  the  world 
with  convertible  currencies,  one-third  of  the 
world's  production  was  in  socialist  eco- 
nomics, and  half  of  the  world's  output  was 
in  countries  with  state-led  industrialization;; 
By  1960  only,  20%  of  global  GDP  was  pro- 
duced in  countries  that  were  classified  as 
generally  open  economics.  The  rest  were 
produced  in  countries  with  restricted  trade 
regimes,  socialism  orothervariants  of  state- 
led  industrial  development.  By  1993,  close 
to  60%  of  global  GDP  originated  in  open, 
economics.  With  China  and  Russia  liberal^ 
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_!  The  financial  constraints  to  acquire  ad- 
vanced technology  will  preclude  many  de- 
veloping countries  to  take  benefit  from  the 
process  of  global  integration.  Even  a  low 
level  inter-agency  technology  transfer  co- 
operation between  rich  and  poor  countries 
may  lead  to  de-link  the  later  from  recent 
technological  gains. 

The  international  financial  institutions 
are  not  neutral  economic  mechanism  set 
up  to  coordinate  the  world  economy:  they 
contained  a  powerful  bias  in  favour  of 
global  competition  and  corporate  enter- 
prise. While  there  have  been  advances  for 
some,  there  have  also  been  terrible  costs 
for  many  from  the  processes  of  globaliza- 
tion. The  debt  load  of  all  governments,  par- 
ticularly those  of  the  Third  World,  has 
crippled  their  fiscal  capacity  to  look  after 
their  citizens. 

There  are  also  many  risks  and  uncertain- 
ties that  a  developing  country  faces  as  it 
integrates  with  the  rest  of  the  world.  As 
liberallization  proceeds,  policy  makers  may 
become  convinced  that  international  sources 
of  technologry  supply  are  sufficient  to  meet 
countries'  need.  National  governments  may 
see  little  reason  to  fund  research  tha;t  the 
private  sector  is  already  talking  on.  Even 
the  global  market  may  lead  the  global  tech- 
nology supplier  to  search  for  new  produc- 
tion processes  that  are  irrelevant  tor  the 
conditions  in  a  given  country. 

Under  the  banner  of  globalization,  the 
expansion  of  new  technologies  is  expos- 
ing peoples  live  to  culture.  The  spread  is 
heavily  weighted  and  unidirectional,  setting 
new  social  standards  worldwide  by  sym- 
bolizing the  lifestyles  that  affluent  people 
as-pire  to.  And  such  onslaughts  ol  foreign 


culture  can  put  cultural  diversity  at  risk, 
and  make  people  fear  losing  their  cultural 
identity. 

Benefits  from  globalization  can  be  reaped 
as  potential  that  can  be  gained  only  if  coun- 
tries have  appropriate  policies  and  institu- 
tions. Until  now,  there  is  no  single  set  of 
such  policies  and  institutions.  Certain  coun- 
tries may  have  made  liberalized  policy  work, 
but  details  and  institutions  may  vary  ac- 
cording to  cultural  and  historical  differ- 
ences. Countries  with  greater  social  di- 
visions, associated  with  ethnic,  regional  or 
income  differences  are  more  likely  to  find 
it  difficult  to  cope  with  pressures  linking 
with  external  shocks.  1 

The  institutional  framework  of  globaliza- 
tion is  still  evolving.  There  is  a  clear  need 
for  strong  global  governance  for  the  eco- 
nomy, society  and  environment.  A  form  of 
global  governance  that  is  needed  but  im- 
balanced  in  the,  process  has  become  the 
majpr  concern. 

CONCLUSION 

the  phenomenon  of  globalization,  al- 
beit irreversible,  is  essentially  a  blind  force. 
It  does  not  adjust  to  needs  and  aspira- 
tions of  the  poor  people  and  countries.  It 
has  no  awareness  of  the  asymmetry  in  pre- 
sent international  economic  relations.  The 
rush  and  push  of  commercial  interests  are 
pucimg  profits  before  people  and  global 
commons.  Trade  liberalization  has  recently 
gained  so  much  momentum  that  it  has 
undermined  the  sustainable  development 
agenda.  Business  and  the  perceived  need 
to  remain  competitive  in  a  globalizing  mar- 
ket and  to  pamper  and  cater  to  the  de- 
mands of  trans-national  corporations  and 
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■  IK  spending  subject  to  fiscal  squeez,  this 
creates  an  environment  in  which  the  pro- 
vision of  basic  human  needs  can  be  easily 
neglected. 

:Gobal  competitiveness  will  increasingly 
determine  the  nature  of  domestic  oppor- 
tunities. The  scope  for  autonomous  na- 
tional policy  making  will  be  eroded  grad- 
ually. Prior  to  the  implementation  of  WTO 
agreement  on  agriculture,  for  instance, 
the  degree  to  which  agricultural  markets 
were  protected  was  largely  a  matter  of 
national  policy.  Under  the  WTO  agree- 
ment, agricultural  trade  and  support 
policies  have  become  subject  to  inter- 
national surveillance  and  reform. 

Under  liberalised  trade,  production  of 
high-value  agricultural  commodities  can 
now  expand  more  rapidly  than  domestic 
demand.  But  for  many  developing  coun- 
tries, this  may  come  as  a  shock  —  if  not  a 
setback  —  especially  in  those  instances  in 
which  agriculture  is  far  from  being  glob- 
ally competitive. 

National  governments  will  get  frustrated 
in  dealing  with  any  disruption  the  global 
economy  generates,  and  these  frustrat- 
ions will  be  magnified  for  small  develop- 
ing economics.  Some  may  feel  disruption 
far  more  intensely;  all  economic  shock 
that  may  feel  like  only  a  ripple  to  an 
enormous  economy  but  could  be  a  tidal 
wave  for  a  small  economy. 

Developing  countries  are  potentially 
low-cost  producers  of  most  high-value  agri- 
cultural commodities.  But  to  compete  ef- 
fectively and  to  obtain  maximum  returns 
to  their  labour  and  cost  of  production,  they 
must  produce  the  right  commodity  at 


the  right  time.  Exportable  commodities 
must  be  tuned  to  rapidly  changing  pro- 
duct demand  including  complex  health 
requirements.  This  is  an  ever-moving  tar- 
get. 

An  adaptation  to  global  markets  requires 
state-of-the-art  research  technology  that 
can  be  achieved  only  by  setting  global 
standards.  But  no  more  than  a  handful  of 
developing  countries  is  set  on  the  course. 
More  are  far  behind  developed  countries, 
even  though  they  are  increasingly  coming 
into  head-to-head  competition  with  the 
more  advanced  countries.  In  poor  countries, 
the  kind  of  research  that  is  needed  is  well 
beyond  the  reach  of  many  national  insti- 
tutions. The  best  of  new  technologies  are 
priced  for  those  who  can  pay,  the  poor 
r;emain  far  out  of  reach. 

Much  of  our  agricultural  production  to- 
day depends  on  the  genius  of  science  in- 
cluding genetic  breeding.  The  ownership  of 
genetically  modified  products  is  a  much 
more  crucial  issue  as  a  consequence  of 
globalization.  Increasingly,  agriculture  has 
become  a  multi-billion  dollar  global  in- 
dustry, and  the  stakes  that  go  with  intellec- 
tual property  rights  have  exploded  as  a  re- 
sult. Not  surprisingly,  new  agricultural 
technologies  including  improved  seed  var- 
ieties are  being  defined  increasingly  as  mat- 
ters of  private  ownership  and  corporate 
gain  than  as  public  good. 

The  tighter  property  rights  are  now  block- 
.ing  developing  countries  from  the  dyn- 
amic knowledge  sectors.  The  rules  set  out 
in  the  agreement  on  Trade-Related  Aspects 
of  Intellectual  Property  Rights  (TRIPS) 
will  pave  the  way  for  multi  national  corpor- 
ations to  dominate  the  global  market. 
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th6,  rich,  have  become  the  top  priority  of 
governments  in  the  North  and  some  in 
the  South.  The  environment,  welfare  of 
people  and  global  partnerships  have  all 
been  disloged  and  sacrificed  in  this  wave 
of  free  marlcet  mania. 

Yet  globalization  is  a  process  driven  by 
technological  forces  that  cannot  be  tamed 
or  blocked  through  government  decisions. 
Any  attempt  to  steer  globalization  or  halt 
it  by  resorting  to  protectionism  may  have 
adverse  effects  on  overall  economic  growth. 
The  challenge,  therefore,  is  to  know  how 
to  manage  globalization,  design  and  adopt 
a  "Jet  of  shared  policies  to  ensure  that  a 
country  can  seize  new  opportunities,  while 
protecting  itself  from  the  inevitable  costs 
created  by  globalization.  So,  only  the  bene- 
fits should  be  reaped  while  avoiding  bad 
aspects.  But  accepting  the  desirability  or 
even  the  necessity  of  globalization  does 
not  ensure  its  automatic  adoption.  An  es- 
sential requirement  is  awareness  by  all  stake- 
holders in  both  industrial  and  developing 
countries  of  the  long-term  economic,  so- 
cial, cultural  and  scientific  benefits  that 
can  accrue  from  underwriting  global  initiat- 
ives. In  this  regard,  stronger  policies  to  pro- 
tect and  promote  human  development  are 
urgently  needed. 

Half  a  century  of  development  experi- 
ence has  taught  us  three  critical  lessons. 
First,  although  macro  stability  is  an  essen- 
tial pre-requisite  for  enabling  economic 
growth,  the  benefits  of  macro  growth  do 
not  trickle  down  to  the  poor  automatic- 
ally. Social  development  is  a  separate 
goal  and  development  must  address 
human  needs  directly  outside  the  mar- 
ket. Second,  there  is  no  single  criteria  that 
measure  development  and  no  single  policy 


that  trigger  it;  an  integrated  approach  is 
strongly  recommended.  The  performance 
of  development  should  be  measured  by 
ethical  standard  and  sustainable  devel- 
opment criteria  and  not  by  CNP,  interest 
rates,  the  trends  in  stock  exchange  indica- 
tors, the  state  of  the  health  of  the  national 
bank  and  the  ability  of  the  companies  to 
win  world  level  market  shares  (by  cashing 
productivity  and  competitiveness  elevated 
to  the  status  of  an  ideology).  Third,  sustain- 
able development  should  be  rooted  in  pro- 
cesses that  are  socially  inclusive  and  re- 
sponsive to  changing  circumstances.  Eco- 
nomic growth  will  translate  human  de- 
velopment only  if  growth  generates  public 
provisioning  that  is  invested  in  schools 
and  health  centers,  not  arms. 

These  challenges  must  be  confronted 
even  as  many  forces  —  the  financial  inte- 
gration of  the  world,  innovations  in  tech- 
nology, the  spread  of  knowledge,  the  growth 
of  population,  rising  demands  for  political 
and  human  rights  —  reshape  the  develop- 
ment terrain,  if  these  forces  are  managed 
well,  they  could  dramatically  improve  the 
prospects  for  human  development.  How- 
ever, the  same  forces  have  the  potentials 
of  generating  instability  that  are  beyond 
the  ability  of  many  individual  nation-states 
to  remedy  on  their  own.  It  is  the  moral  re- 
sponsibility of  the  international  community 
to  ensure  that  globa^ization  does  not  lead 
to  an  ever-widening  gap  between  the  poor 
majority  and  the  wealthy  few.  This  would 
further  inflame  passions  that  already  bring 
people  into  the  streets,  demonstrating 
against  what  may  see  as  manipulation  of 
the  world  trading  system  by  a  group  of 
super-conglomerates  and  the  govern- 
ments that  support  them. 
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called' "two  states  theory"  In  July  1999, 
which  astonished  the  world,  cross-Strait 
relations  have  become  even  worse.  Both 
governments  of  the  Taiwan  Strait  have  their 
own  excuses.  From  the  perspective  of  the 
People's  Republic  of  China  (PRC),  Mr.  Lee 
Teng-hui  is  regarded  as  a  "historic  sinner",^ 
because  he  is  the  one  initiating  Taiwan's 
secessionism.  The  PRC  was  then  forced  to 
fight  back  against  Taiwan's  possible  in- 
dependent movement  by  criticizing  him 
harshly  in  public,  and  using  military  means 
to  threaten  Taiwan's  security.  From  ROC's 
perspective,  Taiwan  was  also  forced  to 
seek  international  survival  space  because 
of  PRC's  continuing  denial  of  ROC's  po- 
litical status  quo  and  blockade  overTaiwan's 
political  activities  in  the  global  commu- 
nity. 

This  paper  contends  that  the  PRC  ruling 
leaders  do  not  really  know  about  Taiwan; 
they  stick  to  a  one-side  perception  that 
cross-Strait  relations  should  be  settled  un- 
der the  so-called  "one  country,  two  sys- 
tems" formula.  What  Taiwan  citizens  de- 
sire most  is  the  recognition  of  the  island's 
international  status,  which  was  the  found- 
ation of  Mr.  Lee's  policy  towards  Main- 
land China.  Unfortunately,  this  has  been 
interpreted  by  the  PRC  leaders  as  seces- 
sionism or  Taiwan's  independence  move- 
ment, and  cross-Strait  relations  have  be- 
coine  worse  as  the  mainland  keeps  block- 
ing Taiwan's  international  activities.  It  is 
argued  that  if  Mainland  China  continues 
to  insist  on  Its  current  policy,  Taiwan's 
secessionist  movement  will  continue  to 
grow,  cross-Strait  relations  will  become 
even  worse,  and  to  liberate  Taiwan  by 
force  will  become  possible.  On  the  con- 
trary, if  PRC  leaders  would  like  to  deal 


with  the  Taiwan  issue  peacefully,  new 
approaches  are  required.  This  author 
contends  that  ruling  leaders  on  the  main- 
land should,  while  maintaining  a  broad 
and  long-term  perspective,  be  active  in 
directing  the  development  of  cross-Strait 
relations.  This  means  that  mutual  trust 
across  the  TaiVv'an  Strait  will  be  estab- 
lished if  the  PRC  recognizes  China's  div- 
ision since  1949  and  respects  Taiwan's  po- 
litical status  quo.  This  certainly  will  further 
lead  to  the  change  of  Taiwan's  perception 
towards  the  mainland  and,  as  a  result, 
peaceful  unification  of  China  will  be  pos- 
sible. 

The  Chinese  people  will  eventually  bene- 
fit the  most  from  this  new  approach.  There 
is  an  old  Chinese  saying,  which  indicates 
that  the  world,  i.e.  China,  would  be  eventu- 
ally unified  after  a  long  division  and  it 
would  be  divided  again  after  a  long  unific- 
ation.'' No  matter  it  was  unified  or  divided 
China  has  been  one.  During  the  process  of 
either  unification  or  division,  there  should 
be  no  timetable.  Therefore,  the  PRC  ruling 
leaders  do  not  have  to  care  about  the  varia- 
ble of  tinie.  As  long  as  the  PRC  authorities 
are  open-minded  with  genuine  willingness 
and  lead  the  development  of  cross-Strait 
relations,  the  eventual  resolution  of  the 
Taiwan  issue  is  on  the  way. 

VICIOUS  CYCLE  OF  CROSS-STRAIT 
RELATIONS 

Since  Mainland  China  formalized  its 
relations  with  the  United  States  in  January 
1979,  cross-Strait  relations  have  in  the 
mean  time  made  achange.  The  PRC's  Stand- 
ing Committee  of  the  National  People's 
Congress  publicized  a  letter  to  the  people 
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INTRODUCTION 

SINCE  the  government  of  the  Repub- 
lic of  China  (ROC)  lifted  martial  law 
in  July  1987  and  allowed  its  citizens 
to  visit  Mainland  China  in  November  1987, 
cross-Strait  relations  have  dramatically 
changed.  During  the  martial  law  period, 
both  governments  and  civilians  across  the 
Taiwan  Strait  were  banned  from  contact- 
ing each  other;  but  now  they  have  begun 
to  do  exchanges  in  various  fields.  This  is 
significant  not  only  to  the  Chinese  people 
across  the  Strait  but  also  meaningful  to 
Asia  and  the  rest  of  the  world.  Many 
scholars  and  politicians  with  an  interest  in 
cross-Strait  affairs  have  reached  a  con- 
sensus that  the  development  of  cross- 
Strait  relations  has  much  to  do  with  the 
future  stability  of  Asia  and  the  world. 

In  the  early  stage  of  the  development 
of  cross-Strait  relations,  bilateral  affairs  and 
exchanges  were  going  relatively  smoothly, 
which  has  proved  the  perspectives  of  neo- 
functionalists  in  the  field  of  international 
relations.'  This  means  that  exchanges  and 
integration  on  non-political  affairs  are  much 
easier  to  accomplish  than  that  on  political 
affairs.  In  fact,  the  main  purpose  of  the 
creation  of  Taiwan's  Straits  Exchange  Found- 


ation (SEP)  and  Mainland  China's  Associ- 
ation for  Relations  Across  the  Taiwan  Strait 
(ARATS)  is  to  promote  the  development 
of  functional  and  non-political  affairs  across 
the  Taiwan  Strait.  As  stated  in  ROC's 
Guidelines  for  National  Unification,  ap- 
proved by  the  Executive  Yuan  (Cabinet)  on 
14  March  1991,  China's  future  unification 
is  designed  to  be  on  the  principles  of 
peace,  reciprocity,  and  equal  footings.  The 
Guidelines  also  indicate  that  unification 
across  the  Taiwan  Strait  shall  be  gradually 
accomplished  in  three  different  stages, 
namely  the  early  stage,  the  medium  stage, 
and  the  finaj  stage.  This  policy  generally 
meets  the  spirit  of  neo-functionalism,  mean- 
ing that  integration  of  non-political  affairs 
is  the  foundation  of  political  integration.^ 
In  addition  to  neo-functionalism,  there  are 
other  theories,  such  as  integration  theory, 
game  theory,  divided  nation-state  model, 
etc.,  providing  relatively  useful  explanat- 
ions for  the  development  of  cross-Strait  re- 
lations. 

All  these  theories,  however,  have  met 
a  deadlock  when  being  applied  to  pract- 
ical politics.  Since  the  visit  of  former  ROC's 
President  Lee  Teng-hui  to  the  United  States 
in  June  1995,  cross-Strait  relations  began 
soaring.  As  Mr.  Lee  announced  the  so- 
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hievement  and  relative  military  strength, 
has  been  ranked  as  the  fourth  most 
powerful  country  in  Asia,  only  next  to 
China,  Japan,  and  South  Korea.  If  the  PRC 
really  seeks  a  peaceful  resolution  over 
the  so-called  Taiwan  issue,  Beijing  should 
renounce  the  use  of  force  against  Taiwan, 
instead  of  using  military  threat  to  drive 
Taiwan  away  from  the  mainland.  If  the 
PRC  desires  negotiation  across  the  Taiwan 
Strait,  Beijing  leaders  should  be  more 
open-minded,  instead  of  insisting  on  its 
own  policy  (i.e.,  one  country,  two  sys- 
tems).^ Unfortunately,  Mainland  China 
does  not  really  understand  Taiwan,  and 
Beijing  is,  as  claimed  by  the  PRC,  forced 
to  use.  force  against  Taiwan's  possible  in- 
dependent movement.  As  a  result,  cross- 
Strait  relations  have  kept  worsening  and 
Taiwan  was,  as  a  result,  stayed  away  from 
the  mainland.  Figure  1  shows  the  vicious 
cycle  of  the  Taiwan-China  relationship. 

Due  to  the  hostile  cross-Strait  relation- 
ship, both  sides  have  paid  very  expensive 
political  and  economic  costs  as  follows. 

1.  Political  Costs 

Both  the  ROC  and  the  PRC,  due  to 
the  sovereignty  dispute,  have  paid  enor- 
mous costs  over  the  competition  of  dip- 
lomatic recognition  in  the  international  com- 
munity, leaving  no  interest  to  the  Chinese 
people  across  the  Taiwan  Strait. 

•   Playing  the  zero-sum  game  over  dip- 
lomatic recognition 

Since  the  end  of  the  Period  of  Mobil- 
ization for  the  Repression  of  Commun- 
ist Rebellion  in  1991,  the  ROC  govern- 
ment has,  while  officially  recognizing 


the  Communist  regime  on  the  mainland, 
renounced  the  so-called  "one  China"  pol- 
icy in  developing  its  foreign  relations 
around  the  world.  This  means  that  the 
ROC  has  begun  to  accept  the  policy  of 
dual  recognition,  asking  the  third  parties 
to  recognize  both  the  ROC  apd  the  PRC 
if  they  desire  to  exchange  formal  dip- 
lomatic recognition  with  the  latter.  How- 
ever, the  PRC  still  insists  on  the  same 
policy,  playing  the  zero-sum  game  over 
the  sovereignty  competition.  As  the 
third  parties  formalize  their  relations 
with  the  PRC,  they  are  in  the  mean 
time  asked  by  the  PRC  to  cut  off  their 
ties  with  the  ROC.^°  This  is  the  key 
reason  explaining  the  rapid  decline  of 
the  ROC's  diplomatic  partners.  Civilians 
across  the  Taiwan  Strait  have  little  dif- 
ficulties in  exchanges  since  the  mid- 
1980s,  but  both  governments,  just  like 
water  against  fire,  are  antagonistically 
fighting  against  each  other  in  the  inter- 
national community. 

•   Opposing  each  other  in  interna- 
tional organizations 

Due  to  the  PRC's  de-recognizing  of  Tai- 
wan's political  status  quo,  the  ROC  is 
not  allowed  to  simultaneously  join 
an  international  organization  with  the 
PRC,  losing  the  opportunities  to  make 
international  cooperation  benefit  all 
Chinese  people."  The  most  recent  case 
Is  the  PRC's  block  over  Taiwan's  parti- 
cipation In  the  World  Trade  Organization 
(WTO),  even  though  Taiwan  has  ac- 
complished most  of  the  bilateral  trading 
talks  with  the  WTO  members.'^  As 
Mr.  Chen  Shui-bian  becomes  Taiwan's 
new  president  on  20  May  2000.'^  his 
previous  independence-oriented  polit- 
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iaTaiwan,  advocating  the  policies  of  peace- 
ful unification  to  the  China  motherland 
with  Taiwan  and  the  three  linkages  across 
the  Taiwan  Strait.  About  one  year  later,  Mr. 
Ych  Ziengin  and  Mr.  Deng  Xiaopin  pro- 
moted the  "nine  articles"  and  "one  country, 
two  systems"  formulas,  respectively,  on 
China's  future  unification^  which  have  since 
become  the  foundation  of  the  mainland's 
policy  towards  Taiwan.  Similarly,  the  ruling 
Kuomintang  (the  KMT,  or  the  Nationalist 
Party)  in  Taiwan  has  responded  to  the 
mainland  by  issuing  the  policy  of  "Unific- 
ation based  on  the  Three  Principles  of  the 
People"  during  the  12th  National  Congress 
of  the  KMT  in  August  1 981 .  This  is  the  first 
time  that  the  two  sides  of  the  Taiwan  Strait 
began  to  make  contact  on  the  unification 
issue,  although  it  was  only  on  the  level  of 
oral  interaction. 

The  cross-Strait  relationship  entered  a 
new  era  when  the  ROC  government  allowed 
its  citizens  on  Taiwan  to  visit  their  relat- 
ives on  the  mainland  in  November  1987. 
Since  then,  Taiwan  began  to  direct  the  de- 
velopment of  cross-Strait  relations.  The 
ROC  government,  for  instance,  terminated 
the  45-year  long  Period  of  Mobilization  for 
the  Suppression  of  Communist  Rebellion 
on  30  April  1 991 ,  which  meant  that  Taiwan 
officially  denounced  the  use  of  force  against 
China.  Also,  Taiwan  firstly  established  the 
CEF  in  February  1991,  followed  by  the 
creation  of  Mainland  China's  ARATS  in 
December  1991.  During  the  early  1990s, 
Taiwan  gradually  opened  various  items  for 
bilateral  exchanges,^  and  the  mainland 
was  actually  passive  in  responding  to  the 
progress  of  cross-Strait  relations.  This  is 
the  positive  side  of  the  bilateral  relation- 
ship across  the  Taiwan  Strait. 


The  negative  side  of  cross-Strait  relat- 
ions is  also  going  on,  however.  The  ROC 
government,  empowered  by  Taiwan's  eco- 
nomic resources,  was  practicing  its  prag- 
matic diplomacy  in  the  1990s,  and  has 
gained  some  diplomatic  achievements 
worldwide.'' The  ROC's  international  moves, 
however,  were  interpreted  by  the  PRC  as 
secessionism  or  Taiwan  independence 
movement,  and,  as  a  result,  the  PRC  kept 
blocking  the  island's  international  activ- 
ities. Therefore,  the  cross-Strait  relation- 
ship began  to  soar,  and  the  break  point 
was  President  Lee's  visit  to  the  U.S.  in 
June  1995.  The  PRC  made,  in  addition  to 
oral  critiques  against  Mr.  Lee,  a  series  of 
military  maneuvers  over  the  Taiwan  Strait 
from  July  to  August  1995  and  in  early 
March  1996,  attempting  to  make  an  impact 
on  Taiwan's  first  ever  presidential  elec- 
tions.^ As  President  Lee  announced  Tai- 
wan's state-to-state  relationship  with  the 
mainland  in  late  July  1999,  the  cross-Strait 
relationship  became  even  worse  and  it 
seemed  that  a  solution  was  sifpping  further 
away. 

Although  Mr.  Lee  Teng-hui  is  a  "trouble 
maker",  as  accused  by  the  PRC,  ruling  lead- 
ers in  Beijing  are  also  responsible  for  the 
worsening  state  of  cross-Strait  relations. 
The  PRC  has  been  rigidly  focused  on  the 
"one  country,  two  systems"  framework  as 
the  only  solution  for  unification  with  Tai- 
wan. This,  is  actually  not  directed  to  the 
point  of  the  issue.  What  Taiwan  desires 
most  is  to  recognize  the  island's  status 
quo,  which  is  the  foundation  for  talks  on 
the  future  unification  of  the  Chinese  pe- 
ople. Although  Taiwan  is  Just  a  small  is- 
land as  compared  with  the  mainland, 
Taiwan,  with  its  successful  economic  ac- 


A  NEW  THINKING  FOR  PRC  LEADERS 


79 


tional  community.'^  However,  diplomats 
of  the  PRC  in  the  receiving  states,  while 
doing  their  normal  diplomatic  duties, 
are  also  assigned  to  watch  and  screen 
Taiwan's  diplomatic  work  in  the  same 
countries.  To  some  extent,  this  has  be- 
come the  main  job  of  PRC  diplomats 
in  certain  countries,  especially  those 
countries  having  strong  ties  with  Tai- 
wan. It  is  apparent  that  diplohiatic  work 
has  often  times  been  misused  when 
dealing  with  relations  across  the  Tai- 
wan Strait. 

•    Taiwan  seeking  foreign  support  under 
the  PRC's  military  threat 

Although  the  PRC  keeps  saying  its  de- 
sire to  solve  the  Taiwan  issue  peace- 
fully, the  PRC^in  the  mean  time  main- 
tains the  use  of  force  to  deal  with  Taiwan 
if  necessary.  This  policy  was  roughly 
understood  during  the  Cold  War  era, 
because  the  mainland  was  afraid  of  Tai- 
wan's possible  military  expansion.  But, 
Taiwan  authorities  have  already  given 
up  the  policy  of  "taking  over  the  main- 
land" and  martial  law  was  lifted  in  July 
1 987.  This  means  that  Taiwan  is  no  more 
a  military  threat  to  the  mainland  and 
is  willing  to  have  talks  with  the  main- 
land over  the  unification  issue.  Unfor- 
tunately, mutual  trust  does  not  exist 
across  the  Taiwan  Strait.  The  PRC  keeos 
increasing  its  military  strength  against 
Taiwan,  and  Taiwan  is  then  forced  to 
seek  foreign  support,  especially  from 
the  United  States.  The  Institute  of  Stra- 
tegic Studies  of  the  US  Defense  Uni- 
versity revealed  similar  points  of  view 
in  its  recent  research  results  In  Novem- 
ber 1999.  This  study  indicates  that  Tai- 


wan, due  to  the  PRC's  military  threat, 
is  seeking  to  separate  from  the  main- 
land, and  as  a  result  this  has  become  a 
vicious  cycle  over  cross-Strait  relat- 
ions.'^ It  is  therefore  understood  that 
Mainland  China's  military  threat  to  Tai- 
wan has  caused  a  tremendous  political 
price. 

2.  Economic  Costs 

In  addition  to  political  costs,  both  the 
ROC  and  the  PRC,  due  to  a  bilateral  hos- 
tile relationship,  have  also  paid  enormous 
economic  costs  in  the  past  two  decades. 

•   Compe  ting  in  spending  money  in  world 
politics 

In  order  to  survive  in  the  international 
community,  the  ROC  government  has 
the  mandate  to  make  every  effort  in 
upgrading  its  political  status,  and  the 
best  channel  is  to  make  use  of  the  is- 
land's economic  resource.  This  means 
that  Taiwan  is  using  aid,  favorable  loans, 
orf  inancial  assistance,  to  desirable  coun- 
tries in  exchange  for  political  gains,  such 
as  wining  diplomatic  recognition,  main- 
taining diplomatic  recognition,  streng- 
thening existing  political  ties,  etc.  This 
so-called  either  economic  diplomacy 
or  money  diplomacy  is  generally  un- 
derstood. But,  very  unfortunately,  the 
PRC,  while  having  no  survival  problem, 
is  also  playing  the  same  game,  and  its 
purpose  is  not  to  strengthen  its  foreign 
relations  with  other  countries  but  to 
block  Taiwan's  foreign  moves.  In  some 
cases,  both  governments  are  compet- 
itive in  paying  the  price  in  fighting 
against  each  other.  The  final  winner 
actually  is  not  the  PRC  nor  the  ROC, 
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..^ical  background  will  certainly  cause 
more  confrontation  from  the  PRC. 
While  private  enterprises  across  the  Tai- 
wan Strait  have  successfully  made 
numerous  joint  projects  in  the  1990s, 
both  governments  are  still  opposing 
each  other  in  international  organiza- 
tions. They  are  not  even  able  to  make 
dialogues  in '  the  international  body, 
not  to  mention  cross-country  coop- 
eration. This  is  a  pity  not  only  to  both 
ruling  parties  across  the  Taiwan  Strait 
but  also  to  Chinese  people  around  the 
world. 

•   Being  a  funny  card  played  by  ihe  in- 
ternational community 

International  affairs  are  not  always  com- 
plicated; they  are  sometimes  easily  dealt 
with.  However,  as  long  as  Taiwan  is 
involved  in  international  affairs,  things 
become  immediately  difficult  and  com- 
plicated. The  world  will  have  the  op- 
portunity to  observe  the  political  war 
of  the  Chinese  (the  PRC)  fighting 
against  another  Chinese  (the  ROC), 
which  has  become  a  funny  but  trouble- 
some event  in  world  politics.  Many 
countries,  including  both  strong  and 
weak  states,,  around  the  world  have  ac- 
tually grabbed  interests  from  the  com- 
petition between  the  two  governments 
across  the  Taiwan  Strait  in  the  1980s 
and  1990s.  A'though  the  ROC  has  often 
been  a  loser  (i.e.  blocked  by  the  interna- 
tional community),  the  PRC  is  not  al- 
ways a  winner  either,  because  the  third 
party  is  the  one  gaining  the  most  inter- 
ests."" More  importantly,  many  coun- 
tries are  using  either  the  China  card 
against  Taiwan  or  the  Taiwan  card 


against  Mainland  China  in  world  pol- 
itics. The  United  States,  for  instance, 
has  been  accused  of  playing  these  two 
cards  to  break  China  apart.'^  When  the 
United  States  practices  its  one  China 
policy,  which  ostensibly  has  pleased  the 
PRC  ruling  leaders,  the  U.S.,  in  reality, 
is  playing  the  China  card  against  Tai- 
wan's possible  secessionist  movement. 
As  the  United  States  continues  to  sell 
advanced  weapons  to  Taiwan,  which 
superficially  has  pleased  Taiwan  author- 
ities, the  U.S.  is  actually  playing  the 
Taiwan  card  against  China's  possible 
military  invasion  of  Taiwan.  This  means 
that  American  policy  is,  in  good  terms, 
to  maintain  peaceful  status  quo  across 
the  Taiwan  Strait,  or,  in  negative  words, 
to  make  Chinese  divided.  No  matter  if 
this  charge  is  true  or  not,  the  two  gov- 
ernments across  the  Taiwan  Strait  are 
responsible  by  making  this  opportunity 
for  the,  world  to  play  either  the  China 
card  or  the  Taiwan  card. 

•   Misusing  the  responsibility  of  di- 
plomats 

The  most  fundamental  job  of  diplomats 
is  to  promote  bilateral  relations  and  ex- 
changes between  the  sending  states 
and  the  receiving  states.  This  applies 
to  most  countries  throughout  the  world. 
From  Taiwan's  perspective,-  diplomats 
of  the  ROC,  like  most  diplomats  in  the 
world,  are  obligated  to  strengthen  the 
island's  relations  with  the  respective 
countries,  despite  the  difficulties  and 
challenges  from  the  PRC.  President 
Lee  Teng-hui's  visit  to  the  United  States 
Is  just  one  of  the  examples,  showing 
Taiwan's  foreign  moves  In  the  interna- 
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.'.r-  the  development  of  their  respective  en- 
terprises.'^ Once  again,  it  is  very  unfor- 
tunate that  the  strained  cross-Strait  re- 
lationship has  reduced  the  compliment- 
ary opportunities  to  promote  the  devel- 
opment of  enterprises  across  the  Tai- 
wan Strait.  This  economic  loss  is  enor- 
mous and  uncountable. 

POSITIVE  CYCLE  OF  CROSS-STRAIT 
RELATIONS 

From  what  has  been  analyzed,  it  seems 
that  cross-Strait  relations  will  end  in  tra- 
gedy, but  it  is  possible  to  malice  the  current 
situation  reverse.  There  are  two  things  that 
IVlamland  China  should  understand  about 
Taiwan.  First,  it  is  not  possible  for  Taiwan 
to  suspend  the  so-called  pragmatic  diplo- 
macy even  if  a  huge  sum  of  money  is 
needed. ^°  The  reality  is  that  Taiwan  still 
can  survive  even  if  the  ROC's  diplomatic 
partners  fall  to  zero,  mainly  because  Taiwan 
still  can  maintain  foreign  relations  with 
other  countries  by  the  establishment  of  un- 
official offices  around  the  world.  Second,  as 
the  PRC  continues  to  threaten  Taiwan's  se- 
curity by  force,  the  biggest  victim  is  not 
Mr.  Lee  Teng-hui  nor  the  people  of  Taiwan, 
but  the  progress  of  cross-Strait  relations- 
something  that  the  PRC  highly  expects. 
The  PRC  was  using  military  maneuvers  over 
the  Taiwan  Strait  to  damage  Mr.  Lee's  re- 
putation and  to  scare  the  Taiwan  people. 
This  situation  has  backfired,  however.  Ac- 
tually, if  the  mainland  continues  to  practice 
this  policy,  cross-Strait  relations  will  be- 
come worse,  and  peaceful  unification  will 
not  be  possible. 

Things  could  be  changed,  however. 
Simply  speaking,  cross-Strait  relations  will 
have  a  breakthrough  if  the  PRC  ruling 


leaders  take  an  active  attitude  and  lead  the 
development  of  cross-Strait  relations,  in- 
stead of  being  directed  by  Taiwan.  PRC's 
President  Jiang  Zemin  has  reiterated  that 
"as  long  as  both  sides  maintain  the  one- 
China  principle,  everything  will  be  ne- 
gotiable."^' In  addition,  Mr.  Ziang  further 
proposed  the  policy  of  negotiation  on 
equal  footings,  and  the  PRC  has  never 
taken  the  attitude  of  "central  government 
versus  local  government"  to  negotiate 
with  Taiwan."  Similarly,  the  ROC  govern- 
ment has  reiterated  that  both  sides 
could  start  political  talks  as  long  as  the 
mainland  recognizes  Taiwan's  political 
status  quo,  renounces  the  use  of  force 
against  Taiwan,  and  allows  Taiwan  to 
have  survival  space  in  the  international 
community.^^  The  ROC's  new  president 
Chen  Shui-bian  has  indicated  in  his  vic- 
tory speech  that  "we  are  willing  to, negotiate 
with  the  mainland  in  every  aspect,  includ- 
ing direct  links,  investment,  a  peace  agree- 
ment."^''  Mr.  Chen  even  said  that  he  would 
be  willing  to  discuss  the  one  China  prin- 
ciple..^^ Furthermore,  Mr.  Chen  has  indi- 
cated the  possibility  of  integration  with  the 
mainland  in  his  2001  New  Year  speech,  t4ie 
first  time  that  the  pro-independent  Chen 
mentioning  the  term  of  integration  in  pub- 
lic. It  seems  that  both  sides  do  not  have 
a  big  understanding  gap  over  political 
negotiation.  Therefore,  if  the  PRC  moves 
one  step  further  to  swallow  Taiwan's  hot 
potato, cross-Strait  relations  will  -have  a 
breakthrough.  The  PRC  will  not  lose  any- 
thing but  become  the  biggest  winner,  in- 
stead  

As  the  PRC  leaders  accept  Taiwan's 
conditions,  cross-Strait  relations  will  start 
to  move  in  a  positive  cycle,  as  shown  in 
Figure  2.  This  is  not  something  very  diffi- 
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but  the  third  party  that  has  received 
the  profits  from  either  one  government 
of  the  Taiwan  Strait.  Even  though  the 
ROC  now  has  a  new  president,  Mr. 
Chen  Shui-bian  has  reiterated  that 
he  will  continue  to  promote  Taiwan's 
international  status.  It  should  also  be 
noted  that  Ms.  Annette  Lu.  ROC's  new 
vice  president,  is  a  long  time  activist 
in  advocating  Taiwan's  involvement  in 
the  United  Nations.  This  indicates  that 
the  new  Taiwan  leaders  will  continue 
to  use  the  island's  economic  resources 
in  exchange  political  gains  in  world  po- 
litics. 

Diverting  Taiwan's  investment  from 
the  mainland  to  other  destinations 

Since  the  practice  of  the  so-called  open- 
door  policy  in  1980,  the  PRC  is  urgently 
in  need  of  foreign  capital  to  promote 
its  economic  development.  Due  to  fav- 
orable economic  advantages  (e.g.,  che- 
aper cost  on  labors  and  land),  many  for- 
eign enterprises,  including  those  from 
Taiwan,  have  made  investments  in  Main- 
land China  since  then.  To  some  extent, 
investment  belongs  to  private  affairs, 
because  businessmen  have  freedom  to 
do  investnhents  wherever  they  like.  This 
is  only  partially  correct,  however,  be- 
cause the  government  can  also  supervise 
the  direction  of  foreign  investment.  Due 
to  strained  relations  across  the  Taiwan 
Strait,  the  ROC  government  initiated 
the  Southward  policy  in  early  1994,  pro- 
viding some  incentives  to  assist  Taiwan- 
ese businessmen  doing  investments  in 
Southeast  Asia.^^  The  economies  of  Tai- 
wan and  the  mainland  are  compliment- 
ary and  both  sides  have  similar  langu- 
ages and  cultures,  which  have  construc- 


ted favorable  foundations  for  Taiwan- 
ese doing  investments  on  the  mainland. 
Unfortunately,  Taiwanese  businessmen 
-have  been  encouraged  to  divert  their 
investments  from  Mainland  China  to 
other  destinations. 

•  Losing  opportunities  for  mutual  techn- 
ical cooperation 

Both  sides  of  the  Taiwan  Strait  have 
some  advantages  in  different  technolo- 
gical and  industrial  sectors.  Theoretic- 
ally speaking,  both  sides  should  have 
a  great  deal  of  opportunities  to  share 
their  resources  and  developmental  ex- 
perience, and  are  easy  to  develop  joint 
projects  and  cooperation.  In  this  way, 
they  could  create  more  resources  and 
benefits  for  the  Chinese  people  across 
,  the  Taiwan  Strait.  Unfortunately,  both 
sides,  due  to  lack  of  mutual  trust,  are 
not  willing  to  share  or  transfer  their 
technologies  to  each  other,  and,  as  a 
result,  both  sides  are  seeking  assistance 
and  cooperation  with  third  countries 
The  cost  for  this  loss  is  uncountable. 

•  Reducing  complimentarityin  enterprises 
across  the  Taiwan  Strait 

The  degree  of  economic  development 
across  the  Taiwan  Strait  varies,  as  does 
the  degree  of  the  development  of  their 
enterprises.  Taiwan  has  advantages  in 
the  development  of  small  and  medium- 
size  enterprises,  whereas  the  mainland 
is  generally  advanced  in  heavy  and  de- 
fense industries.  It  is  true  that  the  major- 
ity of  Taiwan's  investment  in  the  main- 
land is  composed  of  small  and  medium- 
size  enterprises  with  less  than  300  em- 
ployees. Both  sides  are  actually  compli- 
mentary; they  could  help  one  another  In 
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of  1949  has  made  China  divided,  both 
sides,  especially  the  PRC,  should  not  bear 
time  pressure.  The  Chinese  civilization  has 
lasted  more  than  5,000  years  and  it  will  con- 
tinue through  numerous  millenniums.  If  the 
two  Germanys,  after  a  series  of  negotia- 
tions, could  unify,  then  why  the  Chinese 
could  not? 

Even  though  Mr.  Chen  Shui-bian's  De- 
mocratic Progress  Party  (DPP)  has  outlined 
its  utmost  goal  for  Taiwan's  independence, 
which  has  caused  uncertainty  in  cross- 
Strait  relations,  Mr.  Chen  has  actually  de- 
fended for  this  article.  He  contends  that 
this  does  not  mean  that  DPP  will  pursue 
for  Taiwan's  eventual  independence;  rather, 
it  means  that  Taiwan's  future  should  be 
determined  by  Taiwan  citizens.  This  is  to 
say  that  while  Mr.  Chen  has,  after  winning 
the  presidential-election,  softened  his  atti- 
tude toward  DPP's  independence  article, 
he  also  likes  to  make  efforts  to  readjust 
and  improve  Taiwan's  relations  with  the 
mainland. 

3.  Both  sides  share  mutual  resources 
and  interests 

Both  governments  across  the  Taiwan 
Strait,  due  to  fighting  against  each  other  in 
world  politics,  have  exhausted  lots  of  re- 
sources in  the  past  two  decades.  If  the 
PRC  recognizes  Taiwan's  present  political 
status  quo,  both  sides  will  establish  mutual 
trust  and  cross-Strait  relations  will  be 
greatly  improved.  Accordingly,  both  gov- 
ernments will  not  use  economic  resources 
to  fight  against  each  other  in  the  interna- 
tional community;  rather,  they  will  share 
mutual  resources  and  seek  interests  for  the 
Chinese  people  across  the  Taiwan  Strait. 
For  instance,  the  gap  between  inland  China 
and  coastal  provinces  Is  relatively  wide,  but 


both  governments,  without  political  in- 
tervention, could  work  together  to  narrow 
this  gap.  Similarly,  Taiwan  and  Mainland 
China  are  economically  complimentary,  so 
that  both  sides  have  lots  of  opportunities 
to  cooperate  in  the  development  of  their 
enterprises. 

4.  Readjust  the  political  perception 
of  Mainland  Chinese  towards 
Taiwan 

Sorrie  may  question  that  even  if  the 
PRC  leaders  adjust  their  policy  towards 
Taiwan,  their  citizenis  may  not  accept  the 
new  policy.  The  Chinese  people  on  the 
mainland,  under  a  centrally  controlled  edu- 
cational system,  have  a  very  simple  but 
rigid  political  perception  towards  Taiwan. 
This  means  that  the  PRC  citizens  have 
the  acknowledgement  with  regard- to  Tai- 
wan's status  as  part  of  China,  i.e.,  one  pro- 
vince of  the  PRC.  This  perception  is  par- 
tially correct.  Taiwan  is  part  of  China  in 
historical  terms,  but  Taiwan  now  is  not  a 
province  of  the  PRC.  Taiwan  has  never 
been  ruled  by  the  Chinese  Comrnunist  re- 
gime; rather,  Taiwan  has  been  under  the 
administration  of  the  ROC  since  1945  and 
the  central  government  of  the  ROC,  due  to 
their  defeat  during  the  cfvil  war;  moved 
to  Taiwan  in  late  1949:  What  the  Chinese 
people  on  the  nhainlahd  understand  about 
Taiwan  is  actually  from  the  propaganda  of 
the  PRC.  Therefore,  this  Worry  is  not  a  big 
issue.  As  long  as  the  PRC  leaders  adjust 
their  policy  towards  Taiwan,  their  citizens 
could  be  re-educated  through  the  centrally 
controlled  propaganda  system  and  then 
take  a  new  political  perception  towards  Tai- 
wan. Once  this  new  perception  is  estab- 
lished, it  certainly  Wlir narrow  the  under- 
standing gap  among  the  Chinese  people 
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ciiilt,  but  a  key  to  make  the  strained  cross- 
Strait  relationship  turn  around.  This  can  be 
analyzed  as  follows: 

1.,:  Taiwan  independence  will  lose 
foundation 

The  advocates  of  Taiwan  independence 
have  two  significant  factors.  The  first  one 
is  that  Taiwan's  sovereignty  is  not  certain, 
so  that  Taiwan  still  has  the  right  to  win 
autonomy  and  independence.  Secondly, 
the  PRC  keeps  using  military  force  against 
Taiwan's  security,  making  Taiwanese  dis- 
pleased with  the  mainland.  Regarding  Tai- 
wan's undecided  sovereignty,  this  argu- 
ment is  actually  very  shaky.  Even  though 
both  the  ROC  and  the  PRC  did  not  sign 
the  peaceful  agreement  with  Japan  in 
1951,^''  this  does  not  mean  the  uncerta- 
inty of  Taiwan's  sovereignty.  There  are  lots 
of  legal  documentis  indicating  Taiwan's 
connection  with  China.^^  As  a  matter  of 
fact,  the  origin  of  Taiwan's  independence 
is  a  result  of  China's  division  in  1949.  If 
China  had  not  been  divided  after  the  civil 
war,  the  issue  of  Taiwan  independence 
would  not  appear.  Taiwan  was  actually 
returned  to  its  niotherland  after  the  Se- 
cond World  War  in  1945  and  has  been 
one  province  of  the  Republic  of  China 
since  then.  Actually,  Mr.  Chen  Shui-bian 
has  proposed  "three  no"  policy,  one  of 
which  is  that  he  will  not  claim  Taiwan's 
independence  during  his  presidency. 
Although  Mr.  Chen's  policy  has  angered 
the  fundamentalists  of  Taiwan  independ- 
ence movement,  Mr.  Chen  is  clear  that 
he  will  not  use  the  independence  issue 
to  provoke  the  PRC. 

However,  regarding  the  second  argu- 
ment, it  has  mobilized  a  lot  of  support 
from  most  people  in  Taiwan.  This,  is  why 


the  support  of  pro-Taiwan  independence, 
after  the  mainland's  continual  threat  against 
Taiwan,  has  gradually  risen. ^°  This  means 
that  Taiwan  independence  supporters  will 
continue  to  grow  if  the  PRC  sustains  to 
use  military  force  against  Taiwan's  se- 
curity. On  the  contrary,  the  people  in  Tai- 
wan will  be  pleased  with  the  mainland  if 
the  PRC  recognizes  Taiwan's  status  quo,^' 
respects  Taiwan's  autonomy  and  demo- 
cracy, and  protects  Taiwan's  economic 
achievement.  Actually,  Taiwan's  Mainland 
Affairs  Commission  has  revealed  a  poll  in 
March  2000,  which  indicates  that  79.2% 
of  Taiwan  citizens  would  support  polit- 
ical negotiation  with  the  mainland  if  both 
sides  are  on  the  basis  of  equal  footings. 
As  time  goes  on,  Taiwan  independence 
will  gradually  lose  ground. 

2.  China  will  not  be  further  divided 

As  Taipei's  political  status  is  respected 
and  recognized  in  the  international  com- 
munity, both  the  ROC  and  the  PRC  could 
jointly  attend  international  orgcinizatipns 
and  expand  their  diplomatic  relations.  This 
is  to  say  that  both  sides  could  jointly  par- 
ticipate in  cross-country  activities,  seeking 
fortbe  interests  of  the  Chinese  people  across 
the  Taiwan  Strait.  It  is  true  that  two  Chinas 
will  appear  in  the  world  community.  But, 
the  key  point  is  that  these  two  Chinas  are 
not  antagonistic,  but  cooperative,  mutually 
respective,  and  willing  to  negotiate  over 
the  issue  of  future  unification.  In  the  short 
term,  these  two  Chinas. seem  to  be  divided, 
but,  in  the  long  term,  they  will  be  one.  As 
a  matter  of  fact,  China  had  been  divided 
several  times  in  Chinese  history,  but  China 
still  remains  one.  There  was  no  timetable  re- 
garding the  process  of  China's  division  and 
unification.  Similarly,  although  the  civil  war 
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Chen  Shui-bian  has  also  reiterated  that  he 
will  do  his  best  to  protect  Taiwan's  status 
and  Taiwanese'  interests.^''  It  is  in  this  con- 
text that  Taiwan  has  directed  the  develop- 
ment of  cross-Strait  relations  in  the  last 
decade,  which,  unfortunately,  was  inter- 
preted by  the  PRC  as  either  secessionism 
or  a  Taiwan  independence  movement.  The 
PRC  was  then  passive  to  threaten  Tai- 
wan's security  by  the  use  of  military 
force,  which  worsened  cross-Strait  relat- 
ions. If  the  mainland  continues  to  de-re- 
cognize Taiwan's  political  status  and  use 
military  force  against  the  island's  security, 
a  hot  war  across  the  Taiwan  Strait  would  be- 
come possible.  On  the  contrary,  if  the  PRC 
still  seeks  for  peaceful  unification  with  Tai- 
wan, it  is  time  to  change  t!ie  pojicy  in  the 
new  century.  The  PRC  shouIJ  be  active 
and  direct  the  development  of  cross-Strait 
relations.  As  the  PRC  recognizes  the  ROC's 
political  status  quo  and  denounce  the  use 
of  force  against  Taiwan,  cross-Strait  relat- 
ions will  enter  a  new  era. 

Peaceful  talks  over  the  unification  across 
the  Taiwan  Strait  are  something  that  people 
on  both  sides  are  seeking  for.  With  regard 
to  peace,  both  sides  need  to  rationally  treat 
each  other,  respect  one  another,  and  have 
no  fear  of  each  other.  Regarding  unificat- 
ion, both  sides  should  be  jointly  respons- 
ible to  create  appropriate  timing  and  oppor- 
tunities. As  for  the  formula  of  unification, 
both  governments  should  not  insist  on 
their  own  schemes;  both  sides  neea  to  go  to 
the  negotiation  table.  Mr.  Ziang  Tze-ming 
has  reiterated  that  "anything  can  be  dis- 
cussed", thus  the  PRC  should  not  insist  on 
the  so-called  "one  country,  two  systems" 
policy.  There  are  other  alternatives,  for 
example,  confederation^^  or  "one  country, 
two  capital"^'  or  others,  regarding  the 


framework  of  unification.  In  terms  of  ne- 
gotiation, both  sides  should  have  equal 
footings,  and  avoid  discrimination  against 
each  other.  Also,  there  should  be  no 
pressure  regarding  the  length  of  nego- 
tiation time;  it  could  last  two  years,  five 
years,  or  even  longer.  The  separation  of 
the  two  governments  of  the  Taiwan  Strait 
was  historically  caused  by  the  Chinese 
civil  war,  and  ruling  leaders  from  both 
sides  should  be  broadly  minded  in  deal- 
ing with  bi-coastal  affairs.  While  the  te- 
nure of  politicians  is  short  and  tempor- 
ary, the  development  of  the  Chinese  civil- 
ization is  ever  lasting.  If  peaceful  unificat- 
ion is  really  reached  one  day,  it  is  easy  to 
understand  who  would  be  the  biggest 
winner. 


ENDNOTES 

1  There  is  a  great  deal  of  publications  on 
neo-functionalism.  See,  for  example,  David 
Mitrany,  The  Fun  ctional  Th  eory  of  Politics 
(New  York;  St.  Martin's  Press,  1975);  A.  J.  R. 
Groom  and  Paul  Taylor,  eds.,  Functional- 
ism:  Theory  and  Practicein  International 
Relations  (London:  University  of  London 
Press,  1975). 

2  Byron  Weng  has  successfully  used  neo- 
functionalism  to  explain  Taiwan's  policy 
towards  Mainland  China.  See  Byron  Weng, 
"Divided  China  and  the  Question  of  Mem- 
bership in  International  Organizations,"  in 
Yun-han  Chu  ed.,  The  Role  of  Taiwan  in 
In  tern  ational  Economic  Organization  s(Ja- 
pei:  Institute  for  National  Policy  Research, 
1990),  27-62. 

3  Since  Mr.  Lee's  visit  to  the  U.S.  in  June  1995, 
the  PRC  authorities  have  used  this  term  to 
criticize  him. 

4  This  saying  is  from  a  very  old  famous 
Chinese  book,  entitled  The  History  of  the 
Three  Kingdoms. 

5  Mr.  Yeh  Zlengin  at  that  time  was  the  Pres- 
ident of  the  National  People's  Congress, 
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and  will  be  helpful  for  the  future  integrat- 
ion across  the  Taiwan  Strait. 

5.  Foreign  forces  will  have  little  space 
to  intervene  in  bi-coastal  affairs" 

Undoubtedly,  the  PRC  does  not  like  to 
see  foreign  forces  intervening  in  bi-coas- 
tal affairs.  From  Taiwan's  point  of  view, 
the  strategic  consideration  is  different,  how- 
ever. As  analyzed  earlier,  Taiwan,  under 
the  PRC's  military  threat,  is  mandated  to 
do  at  least  two  things  to  protect  the  is- 
land's security.  One  is  to  strengthen  its 
own  defensive  capability,  and  the  other  is 
to  seek  international  assistance  and  sup- 
port.^'' Recently,  Mr.  Tzuo-shui  Lin,  one 
leading  legislator  of  the  Democratic  Pro- 
gressive Party,  wrote  an  article  in  China 
Times  in  January  2000,  indicating  that  the 
United  States  benefits  from  the  confront- 
ation across  the  Taiwan  Strait.^^  Mr.  Lin 
also  argues  that  the  PRC  will  be  always  a 
loser  if  it  keeps  insisting  on  the  one  China 
policy.  Therefore,  if  the  PRC  leaders  re- 
cognize Taiwan's  political  status  quo  and 
renounce  the  use  of  military  force  against 
Taiwan,  cross-Strait  relations  will  be  im- 
proved. As  Taiwan  feels  no  military  threat 
from  the  mainland,  the  island  will  have  no 
necessity  to  seek  international  assistance, 
leaving  no  opportunities  for  foreign  powers 
to  intervene  bi-coastal  affairs. 

6.  The  PRC  will  become  the  biggest 
winner 

Some  may  also  question  that  to  recog- 
nize Taiwan's  political  status  quo  is  simil- 
arly to  recognize  Taiwan's  independence 
and  the  PRC  will  become  the  biggest  loser. 

This  sounds  reasonable  In  the  short 
term,  but  it  is  not  in  the  longer  term.  Frankly 


speaking,  the  PRC,  prior  to  1 980,  was  wor- 
ried about  the  economically  powerful  Tai- 
wan, mainly  because  the  former  was  not 
stable  both  politically  and  economically.. 
But  now  things  have  changed  as  the  zist 
century  has  arrived.  The  PRC's  polity  and 
economy  have  improved  enormously  and, 
as  a  result,  the  PRC  leaders  should  have 
nurtured  more  confidence  in  the  main- 
land's future  development.  The  PRC  leaders 
should  not  worry  about  the  economically 
scarce  Taiwan  any  more.  On  the  contrary, 
Taiwanese  were  full  of  anxiety  about  the 
mainland  prior  to  1 980,  but  now  Taiwanese 
are  now  relatively  afraid  of  the  mainland's 
military  threat.  This  means  that  the  PRC,  a 
rising  political  and  economic  giant  in  Asia, 
has  actually  no  need  to  worry  about  such 
a  small  island  like  Taiwan.  There  is  an  old 
saying  in  China,  which  goes  that  rulers 
shall  administer  people  with  morale  and 
virtue  rather  than  force  and  authority  36  If 
the  Chinese  leaders  understand  the  essence 
of  this  proverb,  cross-Strait  relationship 
will  be  improved,  peaceful  unification  will 
be  possible,  and  the  PRC  leaders,  directing 
the  development  of  the  new  Policy,  will  be 
the  biggest  winners. 


CONCLUSION 

Taiwan  has  since  1987  shown  its  good- 
will to  the  mainland  by  lifting  martial  law 
and  terminating  the  Period  of  Mobilization 
for  the  Repression  of  Communist  Rebellion, 
but  the  PRC  still  insists  on  the  use  of  force 
against  Taiwan.  In  order  to  survive  in  the 
international  community,  it  is  a  must  for 
the  ROC  government  to  promote  pragmatic 
diplomacy  in  developing  the  island's  for- 
eign relations.  The  ROC's  new  president 
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